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HTTRODUCTIOM 


The basic purpose of the exercise is to address 
itself to some conc^tual and analytical issues conceming 
the long standing phenoraenon of ta>t evasion in India and 
the vtiole edifice of econoraic activities and relationships 
which emerge on this basis. It is a farrriore parvasive and sex'iDus 
ecjaival ent o f what is Icnox-n as "moonlighting" or the 
‘second eaDnomy' in many developed market economies. Such 
an analysis has to ga into the cjuestion of the working of 
the anerging black sector and the manner in wtiich it relates 
itself to the reel, circulation and control spheres of the 
economy, A circuit of interaction of this kind is 
connscted '*7ith the entire political economy of India to 
which a selective .and floating reference is made throughout 
the study in so far as it beaxs directly on the issues ’ 
under discussion. 

Thus inevitably and consciously v-;e explore a large 
num.ber of policy issues, including a review of various 
interventions made so far in order to deal vjith the distor- 
tions, in€:cjuities and stagnation generated by the black 
econom.y. Though the exercise focusses itself on issues 



related to the black econoniy, the policies discussed and 
advocated are closely related to the entire range of issues 
connected with Indian development. The black economy is 
too pen^'asive to permit a policy p ack age concerned primarily 
v;ith itself. It has to be integrally related to the entire 
political economy of Indi a et the present juncture, keeping 
in view the relevant historical context. 

•%> art from a survey of the literature, deductive- 
logical exploration based on well-knovn and widely accepted 
features and facts of the evolution of the Indian economy 
over nearly past three and a half decades, I have relied' on 
many official reports of various ministeries as Tjv'ell as 
the report of many eipiert committees wtiich dealt with issues 
connected with the black economy in India, But the most 
useful insight was to rely on a large number of informal, 
unstruc-ixire discussions with a large nimber of businessmen, 
chartered accountants, government officials from taxation 
departments, public men and, of course, academics for 
arriving at many fcmulations, analytical points and policy 
suggestions, ^ , 



As SchunHpetsx" maintain ad^ any analytical effort 

is preceded by a pro- analytical cognitive act, visualising 

a distinct set of coherent phenom.enon. Such a Schumpetarian 

Vision about the phenomenon of the bl ack economy involves 

cognition of activities, dealings, flov/s and stod-cs viiich 

cire neither ‘distinct* nor ‘coherent’. The black economy, 

in the very nature of things, is a very unorthodox subject, 

v/here one has to gr^ple with deliberate falsification of 

• and with 

data and return^ deals talcing place in prohibited areas 
which are zealously guarded secrets. Any attempt to 
cognise these may talce one to many blind alleys, made darker 
by the rules of official secrecy and multif acet ed ^f-verfc- and 
covert connivance between those who indulge in the black 
deals and those vtiose supposed task is to prevent, detect 
and penalise such acts. 

Therefore, many of the formulations are derived from 
the initial assumptions concerning the nature of the black 
phenomenon and its possible, , a prior i mechanics of operation 
based oh the behavioural ass\jmption about the pursuit 
of self-interest. Obviously, such assumptions cannot be 
true in every single case - their validity lies in their 



of the e.C3onoiT,ic mechsuisra by incorporating the black 
sector, bro adly coincide. Thus rising capital-output 
rati as, lAorsaning relationship between savings, investment 
and growth, increasing iirrproverishment, receding prospects 
for full erployment, distortion of th a p no duct-mix against 
mass CO nsurrption: goods, helplessness in controlling 
inflation, declining degree of effectiveness o f pi anning, 
public po licy, controls and regulations, increasing cynicismi 
about the workability of the system, political crises, 
mounting social tensions, a grow;ing doubt concerning the 
legitim. acy of the systert, etc,, are veri^ well documented 
features of the currant scenario. Thus one may venture to 
suggest that current social experiences and practices provide 
support to for the forjp.u.1 ations advanced, apart from their 
logical consistency. 

To those v/ho look fer quantitative evidence, it 
would be difficult to reconcile to such a perspective, Tb 
me, for one, the attitude to such issues is better summed 
up in the vnrds o f P aul B^uran. 

"Nwither simple definitions nor refined measurements 
can be substitutad for analyti-cal efforts and rational 
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basis on the statistical law of large members, 
our discussions with a 1 arge number o f pc-rrsons directly 
and/or indirectly associated v.;ith these eictivitiss , which 
makes us bold enought to expect the reality to be broadly 
of the bind assumed in these cases. Moreover, the 
distor'tions caused by the blacik sector qualify in a 
substantive manner the femal models of the economy which 
assume av/ay such deviations. It is our belief that incor- 
porating these formulations about the black sector into 
the analyse® of the form si, legal economy enables one to 
acquire a better understanding of the operational miechanism 
of the econom.y, firmly grocendinglt into the broader context 
of the polity and society. 

These are areas in which it is not possible to 

stumble upon concrete, statistical evidence for empirical 

verification of the propositions deductir^ely arrived at, 

confirmity with th 

Their justification has to b e seen in tt; el al i t ati v e 
operational mechanism of the political economy of Indian 
development. These formulations assuire that the di rect lo n 
of the development whibi actua].ly takes place, and the 
di rectio n of the development inherent in our rede finition 



judganent. Yet it i-ould certainly sea-n desirable to brecik 
M-th the time honoured tradition of acadanic economics of 
sacrificing the relevance o f the subject matter to the 
elegance of the anelyticel methods; it is better to deal 
imparfectly with what Is irnportant then to attain virtuoso 
skill in the treatment of that whidh does not m.atter. " 

(Paul Baraon, The PoliticaJ. Economy of Growt h, Modem Readc;r/ 
New York^ 19 57, p.22). 

This is neither an oology nor a justification; 
it is plainly a matter of feasibility. The subject of the 
black economy needs investigations, analyses and designing 
o f po licy-mixes. Lack of data, evidence, earlier thaDretical 
and/or empirical vorks and cnalytical m.ethods adeguate for 
the task are no justification for ignoring such a worry some 
and menacing probla'n. 

This is no plea for 'warding off .criticisms; all that 
is implied is that methodological purists should bear in 
m.ind the realistic constraints. And they may also bear in 
mind that for live and cpplie^ issues, ectuaCl practice end 



available .alternative schemas of analysis and action too 
provide -’couchstones and not SD-called empirical varifica- 
tion adonc. In sum, it is .an attempt to deal with an 
important subject, no twiths tending the imperfections of th 
■anelyticel methods, which seem to me to be presently 
inherent in the subject. 
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An Expositlori on the .Character of ' the Economy 


What essentially is the problem of unaccounted 
money or black money? On account cf a large number of 
factors, incone tax and some other taxes are not paid 
in correct amounts on the ^ole or part of incomes and 
on other econcmic transactions and assets by individuals, 
businesses and corporaticn s. As a result / the part of 
inccmes, activities, assets etc. on which taxes are 
not paid beccmes unacccunted in the eyes of the law. 

These inccmes originate in legitimate economic 
activities. Seme of these transactiois may not violate 

any law. But tax-evasicn on these inccmes and deals 

1 

deprives them of their further legitimacy. Evasion of 

many other ta^ces also produces similar result. Most of 

such inccmes are generaily in the nature, of abnormally 

high rates of return or very high professional fees or 

very high scarcity prices for real estate, and other 

2 ' 

assets i.e. super capital gains.^ On the other hand, 
there a.re some other varieties of black incomes vjhich 
arise from illegitimate econcmic activities like black- 





marketing/ (i.e./ selling goods at higher tharx controlled 

or legal prices) and other econcrnic offences like 

;adii Iteration / smuggling/ operaticn of illegally installed 

capacities/ running underground factories, setting up 

'ghost factories ' and disposing of scarce, high-premium 

iaputs, vhsther imported or indigenously procured at 

'black ‘ prices, taking fake registrations under sales 

tax and eating up of tax-revenue so collected, inferior 

low-cost construction by contractors, under and or 

over-invoicing for raw-materials, capital goods, other 

inputs end finished goods, etc. rf the first category 

of black incone arises not in the course of an illegal 

activity but inconsequence of the subsequent failure 

to declare them for tax purposes, for the second category 

of black incomes, e veh the sources of origin of such 

incomes are illegitimate.’ In this sense, the former 

may be called simple black income and the latter compound 
black incomes.^ 

A distinction is often made between a flow of black 
inccnxes and a stock of black wealth. The former refers to 
"income which is earned in the process of evading indirect 
taxes and/or the part of incone, however earned, which is not 
declared for direct taxes. " (Sundaram K. and Pandit V., 

"G:n Black Money, Indian ■Economic Review , Vol .IX NS , N o . 2, 
October 1976, reproduced in Dwivedi, D.N. (ed) Reading in 
Indian Public Finance Chankjs, ■ Delhi. 1981, p.8 142-156). 
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The latter "arises from the aecrulation of the savings 
out of the black incomes,'' ( Ibid ^ p,143). 

This distinction does not take into account the 
further investment of the accrnulated black savings for 
generating further black income flows, i.e. ccmpound 
black incomes. 

Thus Vvtiile at a point of time, there can be a 
distinction be tv/een flows and stocks, overtime it becomes 
blurred because stocks help generate flows and flows are 
converted into stocks. Overtime, a s the s tock of black 
wealth becomes sizeable, -it starts to exert a marked 
influence on the current flow of black incomes, 

Ccmpound black incomes may be classified into 

two broad groups. Thex'e may be activities which are 

illegal and hidden. Hence incanes obtaiped in such 

activities cannot be declared for tax purposes. These 

activities also dnclude a number of manipulative deals 

taken up in order to make use of accumulated black incomes 

and remove accounting incongruities resulting frcm these. 

some 

For example, suppose: that/property is planned to be 
acquired for fe.lO crores, for which Rs, 2 crores are to 
be paid in ^ white' money. Though the buyer may have the 
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capacity to finance the, deal/ he may not be in a position 
to account for the sum* Hence 'fie would take 'fictitious* 
loan entries from a large number of persons* v7ho wall/ 
in eonsequence/ start obtaining regular black incomes. 

Such 'felack* incomes keep moving in an expanded black 
circuit. 

■On the other hand, a large number of accounted* 
legal and open activities carried out by companies, 
registered firms, partnerships or proprietary firms, for 
\^ich the values, of the transactions are either partially 
recorded, or ■ever-recorded, depending on whichever way the 
net financial, advent age. lies and the. tax liability is 
lower. Thus purchases are recorded at a higher price 
(the difference between the 'correct' and. ‘inflated* 
price being shared betv/een the parties to the deal, 
according to their economic and bargaining strength), 
underhand premda are collected for sales, fictitious 
commissi.cn s are extorted for dealerships, etc. In the 
case of -installation of plants and machinery (v^ether 
tor ..a new firm or for expansion) v/hile the controller’s 
of public .limited; catipanies try to 'buy* low and get 
bi;lleSs.;|?f gh';;j^d;;Appckei;/'’fh.b; ::(il;i'f ef^ :■ 

•PJ^iybt^:':-;18ti|i:eS:abi'^p>enieb; and-:’^^^ ’partnership 

firms, which may like to plough' back their black wealth. 
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and/or reduce their wealth tax and other tax obligations 
on the value of investments, may like to get billed for 
lower sums, paying the difference in cash unaer the 
counter. 

These second category of transactions vhth an 
unaccounted part added to an a ccounted transaction perhaps 
are the raost camion, because they i- educe the tax liability 
of the companies and firms, it is these activities which 
are the 'links' between the black and the legal sectors 

tz 

turning the actually operating economy a * grey* one. 

However, the distinction cannot be carried too 
far. There could be cases when abnormally high rates of 
return are earned by artificially creating scarcities, 
e.g. through speculative stock-pilling, which may or may 
not be illegal. But once such super inc ernes are earned, 
they are not disclosed for tax purposes. In such c ases, 
the scurce of earnings may not be exactly illegal, but 
seme manipulative eperations may be resorted to for 

obtaining ‘unfair', returns, in fact, basic to all black 

. , ■' ' an 

incomes is the prevalen t notion of/acceptable net rate 
of return which is far i n excess of t ha t permitted under 
the law of the land after taxation. Apart frera naive 
views blaming the black .transactions on high tax rates 
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or extensive controls^ it has been suggested that ' ; 

"blacK income arise frora the infeasibility of enf orcing 

direct and indirect taxes in a significant cart of- the ^ ^ 

economy comprising of a large number of household 

finterprises" (Sundaram anci Pandit/ op.at »p«143) The 

above are related to "the characteristics ©f the fiscal 

envircnment and of income flows" ( Ibid «p»l43) . The 

fiscal environment is said to include tax structure/ 

the penalties on evasion/ probability of dstecticn/ etc. 

Apart from ignoring widespread tax evasion in non-bousehold/ 
corE)orate sector/ the above view emphasises a proximate 
factor / - viz. /. infeasibility of tax enforcement without 
asking questions about the basic economic factors and 
their re lationship with the government in general end 
tax administration in particular v\hich enable people to 
successfully evade taxes. It is a wide 'gulf between the 
possible and acceptable rates of r ewards cn- the one hand 
and the legally post-tax permitted rates which impel 
people to evade taxes and undertake activities which 
cannot' be declared and create linkages with the political 
system., enfeebling tax, enforcement. As Albert T* Soinmers 
■ puts it/ - "vmerever there is' a real or .potential living 
return/ a market system will' develop -a- -viable, fcaam of 
doing business-. ?' ( ^nds. and Means s Market versus Govern- 
ment" in Be ononic Impact/ 1980/2/ p.72} 
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It is also possible to think of another type of 
black income - a variant of the compound variety - which 
arises fron -the interaction Of the econanic and political 
spheres. Politicians and bureaucrats are bribed by the 
businessmen for a great many purposes. To an extent# such 
‘incon'ies* can also be extorted from the general public. 
This kind of political administrative black ^incamesV 
play a role in distorting public economic decision - 
rnaldng far out of propoi'tion to their ovm quantitative 
magnitude. 

To the extent the black incomes are kept in the 
fentt of cash-balanced, they constitute black-money. These 
incomes in their turn generate a number of cash-flows in 
the system and hence people cone to hold cash balances 
which they cannot legally account for. If the entire 
ai’apunt of unaccounted incomes earned during a particular 
year v/ere kept in the form of 'cash balances, one can say 
that the unaccounted mioney generated during the. year and 
unaccounted incomes produced during- a year in the system 
would be equivalent. Thus the popular identification 
of black incaiie with black money may be true only under 
soiTie : special cases,- ; h;, ' . ; 


However, it is common l<nr .fledge that only a part 
of the unaccounted incomes is generally Kept in the form 
of money. The unaccounted black income is used, like 
the rest of income, for many different purposes. A 
nuraber of consumption items are financed out of such 
incomes. 'A part of such incomes is also ploughed back 
in the form of money capital for' purchase of merchandise, 
raw-materials, capital goods and paynsnt of wages .and 
salaries especially through proprietory or partnership 
firms, agricultural farms and trusts. Or, a part of such 
earnings is loaned out in a clandestine manner to those 
who may like to make use of these funds for any of the 
purposes: discussed above. A good part of this inccrae 
raay also be: used for buying political patronage and 
for oiling the wheels of bureaucracy in order either to 
expedite one's work or to get extra-legal d ecisi on 
mads in one's favour. This money income may also be 
used for building up one's stock of hoarded v;ealth in 
the form of jewellery, houses, antiques and such ether 
durable , luxury items which add an element of ostentation 
to one's life style. 



The process of conversion of undeclared inc ernes 


into black-monay, underhand inccme~Yielding assets etc. 
is greatly facilitated by the existence of a vast unorganised 
informal sector, un taxed econcmic activities like agriculture 
(even if controlled by persons vdth substantial non- 
agri cultural interests) and organisational forms like 
partnerships, unregistered fi ms and trusts of various 
kinds. As a result of the above factors, there emerges 
significant and sizeable linkages between the legal, tax- 
paying activities and i llegal, tax-evading activities , 

^inyone earnliog siseehls tax-evaded income for a sufficiently . 
long-period of time would like to use his corrcriand over 
resources to further expend his resources. It means he 
wculd iBake use of his black money in such organised and 
unorganised sector income-yielding investments which give 
a good return with net too great a risk of getting 
detected. Unorganised, informalsector activities, trade, 
smuggling, services, manufacturing etc. organised as 
uncegisterod or partnership firms or undeclared cemponent 
of organised formal sector units and investments in 
agriculture (as absentee ovmiers in the c ase of urban 
industrial, nierchanc and professional categories and as 
leasing-out landlords in the case of rur ig.! traders, money- 
lenders etc.) become the means for self -expans ion of black 
/money 5 ihc^:cmes . " 
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Thus there emerges black inccmes, vhich may be 
either simple black incomes (i .a.eanaeS. through legal 
raeans) or ccrapound black incomes (i.e. earned by 
undertaking illegal activities), but being financed out 
of earlier black earnings, cannot be brought, at least 
directly or in a straight forward mariner, under the 
orbit of taxation (let along the cjaestion of vdllixigness 
to do so). Hence these secondary and tertiary rounds 
of black income flov/s bring further grist to the mill 
of the black econcmy, 

. On account of the risk involved in operating 
in the black economy, a number of avenues are used to 
put back a part of the resources used in the black 
sector into the legal eccnoiriic framework. In any case, 
there are some input-output linkages between black and 
legal econcmies, i.e. black sector inputs enter legal 
oconcmic activities and vie -versa. Thus, resources 
move out of the legal into the black eccnomy and vice- 
Gers(ii. With such a long period (dating back at least 
to the years of the VJorld war) of its existence, ’ black 
economy is a well-entrenched cemponent of the' Indian 
economy. During any given period there are a large 
number of varied activities centring around tiie black 
econcmy which are carried out with many cross flows 
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bet\«en the black arid the legal econanies# or, sectors 
of the economy. 

Except for the building up of one's personal 
wealth through black-inccmes or direct consrsicuous 
consumption, the rest of the uses of black-inccme 
generate further" flov/s of black-money vrhich are 
entirely a part of the black-eoncmy circuit. Whether 
the supplier of the items of conspicuous consumption 
declares his income and in what proportions for tax 
puxpjoses is a separate matter. Thus the manifestaticn s 
of biack-incorne in any economy at any point of time are 
not only in the form of unaccourited cash balanced i.e., 
biaek-m.oney but in the form of unaccounte^d piersonal 
wealth, real estate and most important of all, stocks- 
in -trade# financial claims, and productive capacities 
financed out of black-income which generatelncomes which 
are totally a part of the black-econcmy circuit. These 
econoriic activities, based on undeclared incomes, may be 
taken to constitute the black economy, the parallel* 
econcrny or the black sector of the economy. 

*The popular term 'parallel' econany is something of a 
misncrfter in so far as the 'black' and the 'legal' 
econanies hu's^e a number of connecting inter flows, ^out its 
the pervasiveness the Fin -'nee Minister said in F " rli ament 
(July# 1971), "a parallel black economy is functioning in the 
countzi’ o-^r. ty minute block money is being created" ( Oaoted in 
Mbhebdas,:M:i: Qp;.. eit . 1 



It vjould appear frcm the above that what hcvS 
popularly come to be taows as black-rooney is a part of 
the problem of unaccounted economic activities and 
resulting unaccounted incomes, (with both monetary and 
real counterparts) belonging to the illegal black 
sector, v/hat is the relation betv^een the volume of 
such unaccounted incomes and the part of it which at 
any given marient of time is found in the form of money 
is difficult, in the nature of the c ase, to determine 
empirically. It is true that quite a significa’''t part 
of such economic activities based on illegal money 
would generate huge amounts of cash flows which will 
not fortfi a part of legal monetary , transactions, 
given initial amount of black-money vdii, over time, 
generate a many times larger volume of black-moxisy. 

It will not be far too unrea3-istic to presume that 
luxury consumption and illegal graft use of money too 
is likely to eirculate in the black circuit itself. 

However, the fungibility of money or credit is 
vell-knows, making any rigid division between black and 
non-black-money inoperative. As a result, an exclusive 
concentration on the problem Of the black or parallel 
economy as a jjroblem of black-money could not only be 
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money flows v/ith income flows and stacks of wealth/ a 
nuiTiber of schemes of unearthing blacK-money may prove 
to be either ineffective or inadequately effective. 

It wou.ld appear from the preceding that the 
real problem is that of the black economy. Since a given 
quantity of black money circulates memy a time during 
an year, the volume of black economy transactions and 
the real, physical flowjs of goods and services represen- 
ted by them, are a multiple of the volume of black money 
in circulation. However, given the underground nature 
of such transactions,, it would be very difficult to 
ai'i-ive at a reasonably accurate estiiuete of the 
proportion betv.'een the black and the legal sectors of 
the eccnany, just the same v;ay as it is not feasible to 
estimate the volume of black money, in circulation , 
over any period of time. 

Are the estimation of the size of the black 
economy and their detection two vastly different tasks? 

The former is supposed to be a forte of economists while 
the latter task is supposed to be the responsibility of 
the tax~admini strati on. It may be suggested that the 
estimates may help diagnose a.n, a.ppr opr i ate policy response 
to the phenomenon of the black econ-emy. However, the close 



affinity betv;een the tasks of estimation and detection 
of black econcmy tend to dim the prospects of arriving 
at meaningful estimates of the size of the black 
economy^ 


It con be seen that any estimation of the size 
of the black economy has to be preceded by an analysis 
of various mechanisms and devices through v/nich it is 
produced and reproduced. This is an exercise v;hich it 
is difficult to accanplish with the help of conventional 
tools of eccnomic analysis, because despite the operation 
of normally assumed economic motivation, the channels 
scubht by any operator in the black econcrny are non- 
conventiore 1, clossly-guardod secrets and extend to the 
entire range of 'human* ingenuity. Thus, one may at 
best, prepare a plausible model of all the inter connected 
channels of biacx transactions, vdiich is internally 
consieoent and is b eased on some evidence .bout detected 
methods of tax-e”asion and uses- to vdiich such evaded 
resources are piut. 

Seme indirect evidence, about such mechanisms may 
also become available by cross-checking the internal 
donsisteney v of . s ome pub lip hf ;avai labld-^/data,' 



example/ data concerning power consumption and. road 
transport tonnage may be checked aga-.nst returns on 
levels of production submitted by varicus factories 
and plants. Moreover/ overall data concerning turn 
over of luxury class hotels -and other luxury goods / 
grov/ing difference betvreen property tax 
proceeds and conpoundod value of real estate based 
on current levels of house-rentB/ particularly in 
urban commercial areas, divergence between sales-tax 
and excise duty assessment levels for goods covered by 
both/ etc. may indicate sane possible black economy 
channels* Banking data may .also shovj some mechanisms. 
Estimates about the extent to which controlled prices 
of various goods diverge f ran the black prices and data 
concerning the turnover of such goods, tot.al sale deals 
of reel estate, transfer of import licenses or resale cf 
imported goods ever different periods of time may enable 
one to guesssstimate the size .of some components of the 
black economy. Hov/ever, this information relates more 
directly to various devices for earning black inccraes. 
However, basically, it is sane prior hypotheses about 
various possible devices and channels through m.'^.ich 
simple, compound and Tooliticai balck incomes are generated 
and regenerated, which vd. 1.1 make o®s look at data 
discrepancies with uhis particular end in visv?. Hence, 
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not much purpose is served by attempts to estimate the 
size of the black sconany; besides, it is a rather un- 
certain exercise. Much more useful would be attamps 
to spell out various mechanisms of the production and 
reproduction of black money in the black ec on any and 
the interpenetrstion between the black and the legal 
sectors. 


Fran the foregoing it is clear that the phenomenon 

and problem of black incomes operates not only ip circul 

in 

ti on sphere but also/bhe production (real) and control 
spheres. Basically, it is a phenarienon originating as 
a result of the interaction of the real and control 
spheres. - Having come into existence, the processes of 
its extended reproduction and disposition feake it flew 
through the circuiatioi sphere. Hence the policy 
responses airaad at curbing it will have to be based on 
its th see forms (simple, c ;mpounded and p olitical) 
alongwith a dee-* recognition of- it' origins through a 
process of :interacti on of the real and control spheres. 

An explicit recogniticn of the role of. the circulaticn 
sphere /la'i-gely. as ja means^/in . the emrse . of s elf-expansi on 
of black incOTies- he Ips to do a way . '«ith the popular noti on ' 
of viewing the problem mainly in the form of a black money 
prcbleiU ' i . fc. , predardnantly a, circulatiai sphere problem. 



Such an analytical framework sets the stage for 
detex'mining the possibilities, limits and instr!j.rnsnt- 
mix fgr dealing vjith the black sector of the economy. 
In so fr as the malaise of the black economy arises 
from a specific kj.nd of interaction raechanism of the 
real and control spheres, interventions in the 
economic or real sphere alone v/ould hardly suffice to 
stamp out or siseably reduce the black economy 
transactions. It is a real political economy ques-cion 
in a very strong sense of the term. 
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NOTES 


1. We have not discussed tax-avoidcince separately from 

■ ■ tax-evasion^ though the two are separate and distinct 

processes. Shenfield, A. A., "The Political Economy of 

• Tto: Avoidance" ( The Chartered Account ant October, 

November and December, issues, 1969, pp. 243-47, 281-3 
and 376-84)' iscussed: various t pes of tax avoidance. 

He suggests that, "Avoidence is normally akin to 
evasion because their aims are essentially similar, 
i.e., to circumvent the intention of the lav;. If 
successful they both bring the lav; into contsraxot ... 
Avoidance leads to evasion." (p.376) He points out 
various reasons Why avoidance is unfair and \va3teful. 

2, Many economists have discussed the factors which 
deterra me the extent of tax evasion such as the 
probability of detection, penalty rates and the ■ 
allocation of resources to minimise tax returns. 

See, Singh, Balbir, "Making Honesty the Best Policy," 
Journal of Public Economics, Vol.2, No. 3, July, 19 73 
pp. 257-63. Also Srinivasan T. "Tax-Evasion A Model," 
Journal of Public Economics . November, 1973. 

Gandhi, Ved, P, (Tax Avoidance by Companies ; 

-An Empirical Test of a Hypothesis, The Chartered Accountant 
Sept. 1968, pp. 137-9) pointed cut that "as the income 
tax rate rises, the tax payers so try to adjust their 
economic affaii's as to reduce their taxable incomes and 
hence their tax liability. They attempt : (1) to 

substitute non-taxable incomes for the taxable sum, 

(2) to claim as large a sum as possible by v/ay of tax- 
free deducticns and allowances, and (3) even to conceal 
certain parts of their incomes from the income-tax 
authorities, " (p.l37) A leading incc .le-t ax practitioner 

has opined that the higher is the tax rate, the large is 
the incentiv e to reduce the tax base. 



See, Nayak, Satyendra/ S. "Illegal Transactions in 
External Trade and Payments in India" Econatic And 
political weekly 10 December/ 1977, pp. 99-103 « He has 
done the exercise by making use of partner t 
data and customs data. His analysis shoves that _ v 

India there has been a greater tendency to underinvoice 
imports and exports than to overinvoice them. This 
has increased the demand for illegal foreign exchange 
for financing smuggling and import and export 
invoice manipulations. His conclusions have been 
criticised by Pitre, Vidya, "Illegal Transactions 
in Trade and Payments". Econcrriic and political beekly, 
July 15/ 1978. pp 1154-56. 



Non-recograition of -uch a distinction leads to clubbing 
toqetner of all "unaccounted incomes", v/hict makes an 
understanding of the processes of generation and multi- 
plication of black incomes difficult. It also obstructs 
the process of policy fcrmulaticn cap^able of dealing 
v.d.th* the multifaceted character of the bl ackeconomy . For 
instance, it is maintained that "black money is unacco^In- 
ted money. It cornea into existence by tax evasion, 
Qoncealing incomes, smuggling, counterfeiting and 
racketeering, etc. Ml these result in the creation 
and circulation of black money in the economy. We can 
Say that income or money rAjhich is created from; illegal 
deals or sources is black money" (M.Mohandas, "Black 
Money - the malady and the Remedy" in Southern Economist , 
S-;pternbcr I 5 , I 972 pp. Il-l5)p.ll'« 


It is obvious that this "formulation" does not 
distinguish betv/een siniple, compound, political - 
administrative black and criminally obtained incomes. 

It also does not distinguish betxveen black money end 
income. The unana].ytical apiproach limits the possibili- 
ties of a systematic approach to the problem. 

As Mohandas, M. maintains, "Moreover, in manycases, 
it is ditficult to distinguish between black money and 
vjliilte money" (op.cit p.!!) . As Malcolm S. Adiseshiah, 
puts it, "In fact there is no distinguishable, identifia- 
ble black sector in the economy. In almost all major 
trains ctions black and vtiite money ere so mixed in that 
they cannot be sepc. ated, and only a part of the un- 
accounted transactions is in money form" ( A Mid-Year 
Review of the Economy - l98l p.l3. The Ivnsocia.ted 
Chart'jDors of Commerce end Industry of India, Nev; Delhi, 
1981) 


For various estimates see, Kaldor (1956), Direct 
Taxes Encf.iiri'- Committee (1978). R.K. Sehgal, "Extent 
of Tax Evasion and Avoidance: An Estimate." Economic 
Political -kly. Vol.II, No. II, N.';.29, July 22, 19 67 
^ (pp« 1301-1 302) showed that of the expected rise in 
t<?x yields in 1960-61 over 1950-51, only 43 percent vjas 
collected and as much as 57 percent was success feilly 
evaded or avoided. Since the estimate is based on the 
assumption of unchanged distribution of income, it will 
be Something of an underestimate. 


nd 


R"-'cher than mis alio cate resources for 


'estimating" 


the size of the black ©csonomy, itmay be for more useful 
to moniter siroe important indicatoirs of the size the 
black economy, AS Malcolm S. Adiseshialb (op.cit),pp. 
13-14) h.as suggested, ."There are certain indicators" o f 
the recognition of. the black, mvney in operation. They 
include situ aticn^here . the velocity ofeoney incomes is 
higher than the established velocity, T^henever the rate 
of retuins is demonstrably ' and '.several times higher than- 
the normsl business returns^ wherever the taxable value 
of a transaction is , its.’ actual v. elue, end wherever 

the prices of gold, sily^.p;-'anaireel, ostat©' pise fater than 

' Referenc to 


jQmrner.ca. T lum^' 

^ " "'-I 



‘,7/? ^ *■' 
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THE BIACK ECONQMy: ITS CONSEQUENCES 


EconOTiics as a formal discipline has generated 
a model of a private enterprise market economy which is 
free of the role of force and fraud. Given the fact 
that replacement of non-economic force by free contract 
was the dlffentia specifica of capitalism as an emergent 
economic system/ it is difficult to visualise hov; it 
could incorporate force as . eii . essential instrument 
operating .largely as a systemic characteristic. 
Hov/ever/ despite the general validity of abstracting 

from force aS an operational variable, it is equally 
unrealistic to deny that in the course of .capitalist 
development institutionalised use of force or violence 
in order to ensure certain economic relationships did 
not come to play a growing role. 

Many laws, with d:rong penalties, v/ere enforced 
to curb the right of labour as well as weaker industrial 
rivals Colonisation was also based on tbe use of force 
for unilateral econ aide interest of the metx'opolitan 
centres. As Fawzy Manspur puts it, "To that mode of 
surplus extraction . (Slavery) corresponds the first stage 
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of the developiTient of the’ viorid capitalist system : that 
orimi ti ve accumu leti on ♦ Direct plunder, the imposition 
of tributes and fines, the use of slave labour in 
plantations and mines, 'cha eviction from their lands of 
native population in the old as v<f6ll as the Nev>r world - 
these as well as ether forms of the use of arbitrary- 
violence for surplus extraction belong to that period." 
("Third World Revolt and Self-Reliant, Auto-Centred 
Strategy of Development" in Tov/ards a New Strategy of 
D e ve 1 opm ent , Rothko Chapel Cblloguic^, PergHiion Press, 

New York, p,212). He charactertises the colonial 

stage in the development of v/orld capitalism as based 
on institutionalisation of violence into politic.al 
power. 


Similarly, -the abstract assumption of perfect 
Icnowledge and free, universal and access to infor- 

rna-tion vjas basic to COTpeti-tive capitalism of small 
entrepreneurs. In such a goldfish-bowl capitalisra, 
apparently, fraud could have no place. Hovjover, as 
information and knowledge became private property and 
an increasingly -Important source of econcmic power, 
the 'distinction between secret, :weli-guarded 
and fraud star'ted 'wearing thin. 



end 


This, is no place to go into the role of force 
fraud in the working of capitalist, economies , VIhat is 
sought to be suggested is that the phenomenon of black 
econcmy is a living evidence of the conjoint operation 
of force and fraud in economic life, especially because 
of thw existence of v/hat v;o neve called political black 
"inccmes" and ccnipouna black incomes which, are an 
amalgam of both fraud and force. In other v;ords, the 
phenomenon of black incorass is an evidence of lumpeni- 
sation of capitalism as it moves fran monopoly 
capitalism to state monopoly capitalismi. In any case/ 
colonialism, an important form in which capitalism 
reproduced itself on a global scale, was from the very 
beginning, rooted both in force and fraud. 

It is difficult to follov; through the implications 
of the sustained operation of the black econoiiy because, 
force and fraud being its kingpins, it is difficult to 
prepare and verify a i'e as on ably, accurate model of the 
econcmy v/ith an important underv/orld black s ector \«.th 
innumerable links with over-the-surf ace sectors. The 
dif ficultires are not restricted to the preparation of ^ 
a model of anv economy with black sector. Since the 
formal, legal econoiiy is only one cemponent of tiie system. 



andj in effect/ operates in close contact vd-th the black 

sector/ the formal KJodel of the legal economy is incomplete 
and fails to represent the reality. Many transactions 
becone canplete and explicable only when the closely 
intertwined black and legal (white) transactions are 
taken together as a unit. Hence it is difficult to 
generate a picture of the e con any without the black 
sector which is verifiable. 

Since vje have neither a realistic and verifiable 
picture of the economy with the black sector nor a picture 
without it/ it is difficult to present a cuTiprehensive 
analysis of the conse-quencas of the black ®ctor. Thus 
what we attempt in the f cl loving sections is- an attempt 
to shoW/ one by ono/ in isolation/ some of the selei-ctive 
consequences of the operation of the black economy. 

It may also be pointed out that the consequences 
resulting from the operations of the black econary are very 
closely related to various channels and devices thrcugh 
'Which , ' ' 

i) the black incomes are' geiierated/ 

;\:ii}f the- black ^ incbmesn are '.iti li zed land, 

iii) at various points in the course of its extended 
:-iife:: ;eycle;/;:-a:;v'|>drt;^ 

^ ,:C.pnyerted.intg,,iec(al,.;inedmee .;( 
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Thus, our discussion of the consequences of the 
black eccnomy would have a bearing on the analysis of 
various mechanisms for the genesis and extended re- 
production of black incanes. 

One of the most significant consequences of the 
large and growing black econany is tha fact that it 
qualifies in a very serious manner one's claim to know 
enough and correctly about the Indian e conany. There 
is no dearth of studios and statistics about the coix se 
of development the Indian economy hcis traversed over the 
last throe decade, s or so. Hov^ever, in every sphere, 
there are sizeable black incomes and a large number of 
transactions are consummated every day. leading to a 
proliferation of the bl.ack incones and related monetary 
and real flov.;s. Hence the capacity of the system to 
throv/ sufficient evidence about the actual Uiochanism 
of its operations and the magnitude of the ...key 
variables and their inter-relationships is significantly 
ccmpromised. An important manifestation of this qualifi 
cation of our knowledge about the Indian aconony is 
reflected in the dif ficultires experienced in estimating 
the volume of biaek incomes and related cash and real 
flows and stocks of various kinds of wealth. But even 
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to draw a canprehexisive picture of the channels ;Bnd 
devices used in the black sector of the economy beccmes 
a difficult task. However # even a preliminary and 
somevjhat tentative analysis of this IcLnd is an essential 
task for many cognitive and policy reasons. 

Hence it does not really matter that a brief 
analysis of seme of the consequences of the operation 
of the black economy v/hich we are attempting is itself 
subject to the lack of trust-worthy knowledge about the 
actual modus operandi of the Indian econany and involves 
elenients of judgement. However/ a brief analysis of.' 
this kind is essential not only in order to under-line 
the gravity of the problem, but also to undex'stand the 
areas in which interventions are essential. 

It can be said that the operations of the black 
ecoiicmy cause serious repercussions in the real and 
cii'culration/ (exchange) spheres end lead to distortion 
of their mutual relationshiy)S, The first serious and 
easily visible effect produced by tlie black econcray is 
related to the basic source of whcit v/c have called 
simple black inccTnos, i.e. non-payment of taxes according 
to law. This leads to a sizeable loss of revenues to 
the State exchequer v.hich creates an entire range of 



26 : 


repercussions on the fiscal and other policies of the 
State bringing in their turn a series of effects on the 
real and circulation spheres of the eccncmy. 

Since our tax systam is suppose to lead to reduc- 
tion in disparities of post-taxation inccines, evasioa 
leads to blunting of the effects in this direction. In 
fact, it can be reasonably postulated that the bullc of 
the tax evasion takas place in property incomes as 
different from work incomes, which are either too low 
to come under the tax net or if are sizeable enough to 
be taxable, have fev; escape routes. Thus one would 
concur with Dr. D.K. Rangnekar v/hen he maintains that as 
a result of tax evasion,, "while the tax paying public 
finds its own incomes falling, the non-tax paying public 
is having a free run of swelling concealed incomes 
thereby adding a new dimensions to the problem of inequality 
of incomes and wealth." (DTBC. Note of Dissent. p. 249) , 

There are seme other ways in. which, operations of 
the black sector contribute to strengthening of the economic 
and pov/er basis of the reiatively better off sections of 
society as against the under-privileged ones. It is well 
known that black incomes contributes to lavish consumption, 
purchase of precious metals and stones,, and other high 
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priced superfluities. Such conspicuous consumption is a 
net deduction fron potential investible resources and is 
effected at the cost of loss of prcducticn of raass con- 
sumption goods end onploymsnt avenues » Thus the where- 
v;ithal for fu Ilea" ' employiTient.- are curtailed vjhile 
production which attracts further utilization of black 
inccmes is encouraged. The phenomenon of large scale 
smuggling and distortion of the product-rnix in favour 
of non-essential items is encouraged. 


The implications of these activities on the loss 

of precious foreign exchange are many, it has been argued 

that "since foreign exchange violations are obssible only 
through clandestine dealings, these necessari'ly result in 

1 

evasion of ixhcome tax and other allic^d taxes . " ( Ibid , p.61) 

Since- about ten years ago, such foreign excheinge leakages 
were estimated to be' of the ..order of Rs.240 crores annuailly 
(Ibid , p. 61 ) , one may v:eli imagine their present staggering 
dimensions. One does not .have to .think too hard to visualise the 
consequences of the availability of foreign exchange of 
this magnitude in terras of either lower external borromng 
and stronger external relations or in terms of the spread 
effects of investments of this magnitude. Since such 
evaded sums are used/ afterall, by. sane unscrupulous 


segments of the society, it won sens, the lot of, the rest 
of the society. The consequences c-f , the expansion of such 
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production and the loss' of essential production in terms 
of the phenomenon of the inflation are also fairly obvious. 
Thus by fueling the fires of inflatioa / the black economy 
transactions have also contributed to sizeable off -setting 

i 

of the increments in nominal incomes which have t aken ^ ^ ^ ^ ^ 

place' .during this period. 

Since the real and circulation spheres of the 
economy have very significant linkages with the control 
spheres . of the economy/ we can trace the effects of the 
forays made; into the system by black incomes by following 
through the consequences of these transactions in the 
control sphere. 

The most eloquent feature of the economic inter- 
vention s rrede in the Indian economy through an extensive 
set of economic policies/ loosely integrated in the 
framework of a National Econ.anic Plan/ can be said to 
consist of the wide gap separating the policy intentions 
fr'Cm policy outcomes. This shoves a very high degree of 
ineffectiveness of policy design and implementation. 

An experience over a certain length of time of going 
ahead vjith this kind of ineffective policies leads to v 
further distortions of the policy choices. What Myrdal 
has described as the. "Soft. state" is basically a State 
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v/hich in the first round fails to achieve its policy 
objectives and based on the demoralization caused by such 
failures successively adopts policies, which are relatively 
easier and inadequate options, and are bound to boomerang. 

Thus, for instance, one finds that failures to 
raise anticipated taxation leads to hiking of the tajo 
rates and widening of the tax base. However, this 
exercise turns out to be self-defeating because with 
successful experience of tax evasion at lower rvates, the 
activities of evasion are undertaken with greater vigour 
and on a still more expanded scale at the higher tax 
rates. The new econonic and political power which snerges 
out of such black incomes renders the expansion of the tax 
base difficult leading to greater resort to deficit 
financing, external and internal borrowing and that 
euphasism for conversion of black income into 'white' 
called ana 11 savings. Similar fate awaits monetory 
policy and direct and indirect controls, etc. 

Though we view the phencmenon of tax-evasion and 
its consequent petrification as a black sector problan, 
there is no gainsaying the fact that black money remain 
one of its major manifestations. These hordes of black 
money are a highly mobile lot, ever out to make an attractive 



return. As the Direct Taxes Enquiry Ccmmittee(i5asc) put it, 
"In this parallel economy, there is apparently no lack 
of anything, no lac‘k of facilities, arid certainly no \ 
lack of 'money*, provided the price is suitably ‘black* " 
(P.5). Vv’ith such large sums waiting in the v/ings, ready 
to move out on their prowl, no policy of control over 
the supToly of money and credit can succeed except viien 
it is expansionist in keeping with the inhex'ent drive’ 
of black money. VJith the relatively high rates of interest 
obtaining in the black s ector, any preferential credits 
given for high priority uses tends to deflect these • 
intended resources into non-priority, 'black* uses. 

So long as the expected rate of return from any trading 
or other economic activity is acceptable as adequate, 
no dear money policy can curb such uses until the latter 
is so high as to exceed the expected black sector returns. 
Similar fate aviaits selective credit controls. 

Price controls, movement restrictions, industrial 
licensing, foreign .exchange regulation, im.port restrictions, 
and all the other controls and restrictions are made less- 
effec-tive and distorted through- black incomes. The larger 
the volume of, black inconie s, the greater- is t he uti lizati on 
of these sums for frustrating the purposes and- design -of 
controls and regulation. The actual operation. of the-''- 


system ■approximates tho uninhibited market .model on the 
basis Of the- use of black inccmss to frustrate governmental 
controls and regulatioa . 

. Indian planning is an attanpt to give a thrust 
and direc-fcion to the market-led processes of expansion 
mainly on the basis of increasingly growing volxome of 
public investipcnt and the consequent withdrawal of 
resources in a relative sense from the private channels. 

The grovjing size of the black sector limits the possibi- 
lities of increasing public investment. Even the scheme 
of financing such investments is seriously influenced 
by the size and operation of the black sector. Since 
all the economic policies are supposed to be integrated 
under che overall logic of the plan# the weakening of the 
drive to raise public inves-tment and lower effectiveness 
of each of the individual policies through the impact of 
the black economy ccmbine together. to render the scheme 
of social •determina'ti on of the rate# pattern and path of 
development ineffec-tive . xMost of the formal analytical 
attempts at explaining the divorce between the stated 
cbjectives of the plans and the observed course of 
development turn out to be. inadequate, if not misleading, 
owing to their inability to gauge the implications of the 
black economy, ■ ■ , . 



In the real/ production sphere the effects of black 
incomes are not confined to qualitative aspects a Ion® in 
the sense of distortion of production structure in favour 
of luxury consumption goods. The luxury consumption 
goods (except for those produced in the handicrafts and . 
artisan sectors) have/ generally/ relatively higher capital/ 
imports and skill intensities. It meems that relatively 
larger quantities of inputs are locked up in their 
production/ except for semi -and unskilled labour whose 
orn.ployment opportunities are/ in fact, limited on account 
of relatively lower labour-intensity of most of the items 
of conspicuous consumtpion. Since black incomes are prone 
to have relatively higher attraction for those items of 
consumption vjhich may go unrecorded/ they have a tendency 
to be used for the production, sale and use of a number 
of services. The services sector, supiaorted by black 
incomes, expands to an abnormal level because here production 
and consumption are instantaneous which makes detection 
relatively difficult. Moreover, a number of services 
like those of . agents, touts, brokers^ musclemen, lumpen 
political operators etc. are required in order .to operate 
the black sconcmy. Liason men, income tax, advisers and 
‘social workers* ere for the most part only, glossy cover 
names for a number of aev/ occupations facilitating the 
ever expanding operaticn s of the black sector. The 
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experience of India with the increasing share of the 
tertiary sector in the economy (in terms of contributioi 
to C3SIP and in employment) is related, interalia, to the 
operaticns of the black 'economy. 

It amounts to tilt the' balance against material 
production in comparison to non -material production . At 
a relatively lower stage of econcmic development, India 
tends to display some of the features of relatively more 
developed economies, like the position of the tertiary 
sector, owing to distortions caused by the black economy. 

The bias against mass consumption goods and for 
luxury goods and Inessential services fostered by black 
income V is specifically reflected in the building and 
construction sector in a particularly sharp manner. Black 
incomes can easily be held in the form of real estate, 
where it is not difficult to understate the valuers. 
Moreover, this understatement does not adversely affect 
either current returns or futurfe appreciation. The 
considerations that current returns may also be concealed 
and that apprei cation of values is untaxed so long as the 
property is not disposed of add to 'the attraction of real 
estate.asa receptacle of black incomes. 
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Moreover, one may acquire real estate at -many ^ 

different ' places, under fictitious names, or under the 
names of trusts, etc. If the buildings- are used for 
personal use, the attraction is not reduced because in 
this way,- one "consumes"' the services of a building of a 
much higher value than is declared for tax purposes, 

' when one is to gift such 'buildings, or vitien such buildings 
are to be bequeathed, or for wealth tax purposes, the 
lower stated values help the evaders all along. • ' Grand 
mansions are highly conspicuous and- add, to social ' , 

prestige and status. For a variety of such reasons, the 
-lure exercised by real estate for black incames remains 
undiminished. ■ 

These tendencies have led to unprecedented increases 
i-n the actually -obtaining prices of land, buildings and 
construction materials. This has made housing for the 
non-black earners a nightmarish problem, increasing the 
gap between housing needs ..and supply. Resources have 
flovminto high-cost, high-rise luxury buildings and 
apartments- while housing for' the salaried white and blue- 
collar -workers -and the peripheral unorganised sector workers 
has languished. The consequences of such house-builing, 
neglect of popular construction activities and frequent 
sale, purchase and speculation in real estate not only 



boost the black econoriy, misdirect resources# - raise rents# 
lead to loss of tax revenue# add to slums, congestion and 
traffic problems, but also adversely affect locational 
decisions about various economic activities and foster 
inefficiencies and v/aste in the industrial sector. 

Another distoration in. the real sphere is purchase 
of land and other assets for non -taxed or' lichtly texed 
activities li'ke agricultural lands, orchards etc»# and 
their non -utilization and/or inefficient utilization. The 
main purpose of "investing" in these assets (and not so 
much# activities) is to show through cooked up accounts 
"profits" in these activities. Thus regular conduits are 
prepared for legalising black incomes. 

As a result of black operaticns, costs of producticn 
are overstated and, to a certain extent, are actually jacked 
up. This adds to the inflationary tendencies of the black 
econcsny. Since physical production# prices .and turnover 
tend to be understated on account of tlieir unauthorised 
character# neither actual production nor inter -sectoral 
linkages, beccrrie truly knovm. However# since black market 
operations tend to, aggravate shortages# they tend to push 
up reported prices as well. Similarly# the extra. 
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unauthorised production in certain preferred lines ' of 
production -is obtained by reluctance to go in for and 
consequent loss of production of certain different , kind 
of goods. Hence it would be without much basis to expect 
that black operations -lead;, to .really higher rates of 
growth of production than re^pprted. The major impact 
is in terms of changing the. product-mix/ . relative pri ce g 
and absolute price level. 

In so far as black incomes are used for buying 
precious stones, bullicn, jev?ellery, etc., it is an 
unproductive use of resources with all its well-known 
consequences for the rate and. pattern of growth. The 
demonstration effects produced, by such spending further 
strengthen similar trends of distorting and slowing down 
of the growth process. 

The. high premium ..generated by the black deals 
for scarce and/or imported raw materials and components 
go against fast, balanced and equitable growth. In this 
way, not only smuggling and v>?astage of foreign exchange 
are encouraged but a general tendency to go in for more 
iiTiports becomes stronger. High premium on foreing exchange 



37 


resulting from thiiSe forces/ 'including the need to finance 
smuggling/ lejads to sizeable leakages of foreign exchange 
earnings through unde r-^invoicing of exports and over-in- 
voicing of imports Among these leakages are also included 
"secret cuts and corrmissions on joint ventures and 
collaboration aggreepents involving Indian and foreign 
parties." (DTEC/ - Pinal Report. P,5). These processes 
accentuate foreign exchange scarcity and reinforce the 
premium placed on it. Its impact in terms of loss of 
investment opportunities/ greater recourse to external 
borrowing and liberal concessions to attract foreign 
private capital is related to both slowing down of the 
tempo of i i lip ort-substitu ting industrialization and higher 
priority to competitive export-promoticn . In general, it 
contrib’ites to i-^eakening the drive tovjards self reliant 
development. 


The DTEC has brought out another aspect of the 
impact on foreign e con cmic delations. The processes discussed 
above lead to building up of illegal and clandestine foreign 
exchange reserves held abroad in various forms. As a result, 
there arises "the oddity that a country, wi'iere capital and 
more particularly foreign exchange resources are scarce, 
become a defacto lender of aid and capital to economically 
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advariced wealthier nations, with the concealed outflow of 
funds. " ( DTEC, Final Report , P. fci) . 

In the field of circulation and finance, the 
phenomenon of the black •■sector creates many sided effects. 
While a certain portion of black incomes is kept immobilized 
in the form of cash-balances, and a certain part is locked 
up in real estate, bullion and other forms of hoarded wealth, 
there is a certain portion which is used in trade, specula- 
tion, stock-piling and for financing productive activities* 
l-'/hile the legally permissible asset-forms available for 
black savings are/ftefioitionally limited, in regality there 
are ample clandestine forms of assets or illegal methods 
of holding a ssets avai3.able to black savings. To presume 
that financing of industrial productive assets by ]'lack 
savings generally -is possib'le only in the unorgcLnised 
sector is also a partially true and naive view. {Sundaram 
& pandit, op.cit .p. 145) . Except for the public sector, 
it is possible to obtain under -invoiced capital equipnent 
as the producess, large or small, also X'educe their 
declared incemes by under-invoicing and accepting the 
difference in tader the table cash. Similar manipu lati on§^ 
through over-invoicing are possible in the case of imported 
equipments and plants leading to leakages of foreign exchange. 



heardesd cash 

While the/ reduces the effective supply of money, a 

good part of the pricds of real estate and other personal 
wealth which comes from the black circuit also gets immobi- 
lised. However, the part of black incomes which is used 
as Gonmodity capital, finarce capital or industrial capital 
usually circulates with a relatively greater degree of 
rapidity. This is for t^^?o reasons. The greater the 
rapidity, i.e., the shorter the turnover period, the 
higher the return. The risks associated vdth these 
transactions tend to push up the expected rate of return. 

Then, the quicker the turnover, the lower is the risk of 
detecticn . Thus, in general, the extent to which monetary 

resources are immobilised through the retention of b3ack 

its 

incomes in the form of black money and/conversion into 

the effective money in circulation 
unproductive assets^s r educed, Ho.wove-r, this may be more than 

offset by very high rate of turnover sought by inccme- 

yielding uses of black incomes. Thus, we disagree with 

the viev7 that black incomes saved in the form of cash is 

anti-inflationary and "corrasponding to the part of. black 

savings held as currency. Government can , without inflationary 

consequences finance additionalxetl*inva6tments. by supp3yiiig 

additional currency”. (Sundaram and Pandit, op. at , p. 

Black money cannot provide cushion against deficit finance 

owing to the fcxmer’e higher velocity of circulation and 

stock-piling of goods financed by it. It is wrong, to presume 

that much of the black money stays put idio. 



The continued operat,ion of a sizeable black sector 

tends to push up the expected rate of returns on investment 

of all kinds. This is so because the risks associated with 

black transactions are high and socially and econornically 

. , 

far more serious and injurious. Then, black transactions 
own their origin to a search for higher net returns than 
may be permissible from normal, legal activities. Since 
the entire surplus resources obtained in the black sector 
cannot be ploughed back ana a safety margin of liquid and 
easily encasheble resources has to be maintained, the 
rate of return on the invested sums has to be relatively 
higher in order to give a reasoneible average on the entire 
surplus (saved) black resources. 

The tendency of the black rates of return to be 
of a high order influences the expected rates cf return 
and disposition of resources in the legal sector as v«sll. 
Though market imperfections impede the operation of the 
law of average rate of profits, yet the magnetic pull 
exercised by high rates of return obtainable in the black 
sector tend to deflect resources, over a reasonably long 
period of time, to uses which premise to ensure relatively 
high rates of return-. The tendency for misallocation of 
resources in f avou.r of luxuries and non-essentials with.. 



high capital^ imports and materials intensities and away 
from raass consumption, goods also derives in .sorae wa]^ frcm 
the influences extorted -via the law of average rate of 
returns vvhich is distorted by the high rates obtainable 
in the black sector. The speculative holding of cernmedity 
stocks is cilso encouraged. In. general, these tendencies 
contx'ibute to shortages of essential goods and strengthening 
of inflationary pressures. This is. a process \*7hich affects 
both the real and the circulation spheres and brings about 
seme changes in the basic raode of operation of the e concmic 
system, wihtout a reasonably clear perception of these 
processes, the control sphere would not be able to base 
its areas, modes and extent of interventions on a 
realistj.c set of assumptions. 

What is the relationship between the growth of 
black incomes and savings behaviour in the Indian economy? 
The question may be split up intc tv/o parts;, magnitude of 
savings and the s ources, forms and mode of utilization of 
savings. . 

Before one comes to these questiai s, it may be 
stated that in so far as tax-evasion .adversely, affects 
budgetary surplus, and hence savings on government account 
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out of black incomes, the overall impact of the black 
economy on the rate of savings in the economy is likely 
to be adverse. However, the concent^^stion of inccane and 
wealth facilitated by the black economy operations tends 
to push up the propensity to save. 

Though savings out of black incomes may well take 
the form of financial assets of various kinds or the f orm 
of physical assets including ■ stocks-in-trade, there will 
generally be a preference for the former. This is b ecause 
of the ease with which the financial assets may held, 
sold and moved from one place to another. Thus one 
sees that household savings in financial assets have 
increased fran over 38 percent in 1970-71 to about 52 
percent in 1978-79 ( National Accounts Statistics , 1970-71 — 
1976-79, CSO, New Delhi, Jan. 1981, p. 39), To an extent 
the rising share of household savings vis-a-vis private 
corporate and public sector savings may also be attributed 
to rising magnitude of black incomes . 

It' may well be appropriate to sum up the entire 
range of effects produced by the continued, increasing and 
varied operations of the black economy in terms of the 
rate, pattern and path of 'development experienced in the 



The, issues covered 


country over the last three decades, 
by our discussion so far have not taken into acccxint more 
directly social and political factors as well as the inter- 
action betv/een socio-political and economic factors. 

Without going into the complex mechanics of socio- 
political processes operating under the impact of the black 
economy# seme general propositions may be made on these 
questions. In so far as dominant economic interests intervene 
in the political processes# sizeable black incomes provide 
both an effective m.eans ana strong motivation for bending 
the political processes to serve the general interests 
of the rich and the propertied. However# the crunch of 
these operations come specifically to help those of 
these groups prospeer who could establish a modus vivendi 
with the political strata at various levels. This 
redirection of politicies or distoration of stated policies 
in order to defeat their etated purpes es or their lax and 
perverted implem.entation, has operated over a very mde 
area. Many laws ana policies like land ceilings# 
resumption of lands for personal cultivation, cooperative 
societies# assessment and collection of taxes# industrial 
licensing# enforcement of labour laws# granting of import 
licenses and quotas# allocation of scarce raw materials , 



etc,, have been implemented in such a distorted and 
perverse manner as to make them counter-productive. 

It is true- that the overall balance of forces and 
distribution of control over levers of power in the society 
is enough to ensure that the policies and programmes 
designed to restructure social set up and benefit the 
relatively wrose-off sections are defeated in a number of 
ways. Thus the black economy does not in the main provide 
the foundations for the actual socio-economic content of 
public policies. Its role is basically that of a mediating 
mechanism with the help of which the dominant interests 
further entrench themselves. Thus, it is not suggested 
that but for the black economy the declared policies and 
programmes springing from the overt and formal political 
processes would have been truthfully imploiiented . But it 
may well be suggested that the growing volume and operations 
of black incomes gave to the dominant economic groups an 
assurance that evt-n if radical policies and programmes are 
accepted at the level of declared policies and programmes, 
there will be many more opportunities uo see that their 
interests, instead of being eroded, are infact, protected 
and promoted. With the power of black incones at their 
behest, the pace of implementation can be slowed down; 
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legislation may be drafted as to blunt the edge of their 
purported intent and# many deliberately implanted loopholes 
and exemptions may qualitatively change the thrust of the 
proposed measures. ^ On top of it all# when it comes to 
individual cases# black incories v/ill enable them, to escape 
the conseCTaences detrimental to their specific interests. 

, Thus the black economy becomes a means to reconcile 
some apparent oddities and contradictions inherent in a 
highly differentiated and oligopolistic econaaic structure 
with the parliamentary adult~frenchi se based political 
democracy. The latter ensures a periodic legitimation of 
the rule of the dominant classes# not only through elections 
and political processes but also by acceptance of some kind 
of soci a li Stic rhetoric based policies and programmes. The 
black ©conorny is among the iraportarit means used to ensure 
that none of the af orementicn ed policies and programtues 
really go very far either in their general conception or 
their specific applications. The phenomenon of widespread 
political corruption and politics o.f money power are deeply 
ingrained in the system with a very specific role. As a 
result# the social values and ethos have degenerated. 
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Therefore# the Indian 'development’ experience 
significantly relates to the phenomenon of black economy# 
both contributing to it and deriving from it. Its very 
conception is basically that of a State-catalysed exp^ansion 
of the domestic market reflected in the rate of grovjth of 
national income. Its frills' and correctives in terms of 
fuller eraployment# greater equality in sociial and economic 
spheres and greater self-reliance, come into conflict# 
beyond a pcdnt, with, the uninhibited pursuit of expansion 
of GMP. However# it may be risky politically to make 
a sharp .and openly acknowledged ad jiiotment in favour of 
GR] growth beyond what is permissible by the false 

t 

consciousness bred by pseudo-scientific growth and 
modernizatiO'-n theories. It is here that , the black 
economy steps in for/Scmple ting th<s job of maintaining a 
pox'^er s tructure# administrative mach..-nery and dominarfc 
ideological framework which permits the game to be 
played as the surface and subterranean powers would 
like. It is not only anti -development growth but is a 
sharp and pointed lumpenization of the system .33 well* 


These methods of finencing smuggling indi cute the clandes- 
tino nature of .such fcrcdgn exchange leakages. These 
methods include: . (1) sale process o f goods smuggled out 
of India, (2) deflection of invjard rc^mitt ances to unautho- 
rised obtaining of foreign exchange e.g. through tourists, 
etc,, end (4) manipulation through ovorinvoiced irrports 
and underinvoiced exports". For details, see, Moha'ndas, 

• Op » cit , pp .12—13. 

Shcnfield, A. A. ‘The Political Economy of Tax Avoidance' 

Op « cit, p,281 makes an intersting distinction between 
"Tax-trcE)" and "Tzx Lcophole", Tax-trqp is the caise, 
according to him, where a tax law is so drafted as to 
catch more than it was intended to catch. The epposite 
is the case with 'Tax lcophole’ vjhich airises vvtiere the 
law is so drafted as to catch less than was intended. 
Obviously, it fisllows that tax loopholes are indicative 
of the approach of the government tow^ards taxpayers'i 



Public Policy Response -to Black Bconomyt A Review 


_ Even granting the symbiotic relationship between 
the black sector and the political system, which arises 
from the phenomenon of increasingly lumpenised, post- 
c«lonial, collaborationist State monopoly capitalism, theire 
are reasons for the Stare to do various things which aare 
intended to interfere with the unbridled growth: and 
expansion of the black sector. 

For one thing, the size and operations of black 
incomes may become more dominant and pronounced in certain 
specific economic activities and areas. This may disturb 
the internal balance and harmony wirhin the dominant 
classes. For example, increased black operations in 
wholesale trade in essential commodities may fuel the 

■ ■ C' 

fires of a two-digit inflation to the detriment of a 
reasonably stable cost structure, econanic calculations 
and social tranquility. These operations may so strengthen 
the industrialists in certain sectors and/or industries 
that the industries using their output (forward linkages) 



may 'find a squeeze on their . surpluses ^ particularly if they 
may be facing a buyers’’ market, (and are unable to shift 
the burden on to the consumers) . 

Then, it is widely acknowledged that for a complex 
set of political and economic factors, the system finds 
it uncomfortable to cope x-/ith growing absolute poverty 
and pauperisation whidi is an inevitable r;-sult of the most 
regressive fron of concentration of income and wealth 
represented by the growing penetr-ation of the economy by 
black incomes and wealth. Similarly, the grov/th of black 
incorne:s in connection with external econ'Onic .relations 
(through kickbacks, illegal external deposits, increased 
opening, up to ffJCs, crippling external dept burdens, etc.) 
may 1 '.mit national options. In addition/ the fiscal 
dilemma of the 'State intensifies as more and more sources 
of revenue show inelastic returns owing to leaka<^ into 

"V. • . . 

the biatik sector. For a variety of such reasons, the 
State finds it necessary and expedient to . as se:rt its ov'e-rrid* 
ing pov,rers vis-a-vis the black sector. number of 

more directly political factors ( like greater collaboration 
bstween some black operators and certain specific political 
groups and parties), a certain sense of moral shock at the 
increasing ruthlessness and ferocity of the black opera- 
tions and emergence of specific political mobilization 
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against either some specific forms of black operations or 
against son^^ individuals or groups whose * indiscretion* 
becomes too glaringly exposed, etc., are factors v/hich 
make the State take some steps designed to deal with the 
black economy, 

I/ihat are the possible objectives of such state 

actions concerning the black sector and its expanding 

orbit? At the most fundamental level the objective could 

be to do one or all of the f oil owing: ( control variables and 
■objects of control) s 

1- unearth -the black incomes obtained in the past 

and converted into various assets; 

2. eliminate the present activities leading to generation 
■and expansion of black incomes; 

3. bring about changes in the structure of tho eeon'Uny, 
in economic policies, plans and balance of power in 
the economy in order to prevent the -generation of 
black incomes in f uture;( instrument variables) . 

4. to curb the size, avenues and scale of operations 
of the black sector, so that gradually the total 
size of the black sector is brought down and 
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Increasingly fewer avenues are available to it for 
further proliferaticjn; 


5. to induce black incomes and stocks of v/ealth based 

on black incomes through a system of carrot and 
stick to come to the surface, so that the mischief 
produced by the black sector is somewhat reduced 
and it becomes available to the State for financing 
its general budgetary and planned activities. Under 
such a perspective, black incomes and wealth are, 
through a fiat, bleached 'v/hite* -and some incentives 
are offered for transferring their use to the State 
for a stipulated period of time, 

Ihe objective in tnese attempts is to legitimise 
such resources as well as to utilise them for public 
purposes. Under this framework, not only the stigma and 
risks associated v/ith the black sector are withdrawn, but 
some returns are also offered for parting v;ith some of the 
m--..neti 2 '-,d black vjealth for a p iriod of time to public 
authorities 
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In India the efforts made so far to deal with the 
black economy fall under sarte distinct categories. 

First, a large number of legal and administrative 
measures have been taken -to deal with tax evasion, i.e, 
simple black incomes, since the inter-war years. In 1936, 
the ^i.yers Committee made a review of the incaae tax system 
in India. On tte basis of its recommendations many changes 
were made in the tax laws, which, inter alia, sought to 
stre;ngthen the machinery to deal with frsndulent evasion 
as well as legal avoidance. Since the War time shortages, 
controls and regulations gave rise to huge quantities 
of black incomes, in 1947, the Income lax Investigation 
Commission was set up, not only to deal with individual 
cases of tux evasion but also to suggest preventive 
measures to curb tax evasion. 

The legal and administrative system has been various- 
ly changed, among other reasons, 'for effective tax administra- 
tion curbing the generation and profit eration of simple 
black incomes. These changes have been based on the studies 
and proposals made by many experts and committees. Important 
among those -were -the Taxation Enquiry Commission, 1953-54, 
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proposals for the reform of the Indian Tax system by 
Prof* Nicholas Kaldor/ 1956, The Director Taxes Administra- 
tion Enquiry Committee, 1958, the studies by the Administra- 
tive Reforms Coinmission on Direct Tax Admin i_st rati on, 1969 
Dir~.Gt Taxes Enquiry Coirffnittee, 1971, etc. Each yerar the 
tax law has been amended and modified to plug loopholes 
for making tax realisation effective and for imposing 
penalities for tax evasion. P.^wers for searches and sei- 
zures have been granted and penalties and criminal prosecu- 
ti'on have been made stiffen to generate deterrence. Similarly 
efforts hBve been made to strengthen and streamline the 
machinery for tax administration for better compliance with 
tax laws. 

Granting the inherejnt limitations of legal administra- 
tive and policing met nods to succeed significantly/ curb 
the black econi-my, in the Indian case the limitati .ns 
become rather seriously marked owing to limited actual 
efforts made to curb, control or unearth the black opera- 
tions. The Report of the Working Group on Central Direot 
Tax Administration ■:£ the Administrative Reforms Commission, 
(India/ New Delhi, 1968, pp.llO-H) costigated ineffective 
tax administration. It show th rat out of 31 cases in which 
prosecution was launched during the period 19C3d-6l to 
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1965-66^ only in 2 cases . convict! ons were obtained, 
cases were ccynpounded and the accused were acquitted in 
eight cages, (p.lio) . Many reports of the Public Accounts 
Committee have pointed out the slackness of ts-x administra- 
tion in dealing with tax evasion. It has been pointed out 
that imposing penalities in cases of deliberate, large scale 
tax evasion is not deterrent enough and criminal proceed- 
ings should be initiated in such cases. Even seizures and 
searches for tackling the problem have only touched the 
periphery ;:jf the problem. During 1,965-1969,. these efforts 
yielding Rs.lQf crores Iqy way of taxes and penalities. 

( DISC, Pinal Report, p.l2) . 

In another category of measures fall various steps 
talen since 1946 for unearthing that part of black wealth 
is_ kept in meietary form. Demonetisation and voluntary 
disclosure schemes have been the main forms which such 
measures took, > 

In 1946, currency notes of high denominations were 
demonitisad. Another demo net i. sat ion was attempted in 1978. 
Being a limited .and partial move, it is difficult to expect 
that , a serious dent, was made throui^ this measure in 
invalidating a large, part of . monetiaed black incomes and 


v/ealth 



In 19 51, a voluntairy disclosure scheme, which suitably 
■relaxed the penal pro^/i si ons to facilitate the. bringing into 
open of concealed incomes, was irfciated. Not much seemed to 
have been clone d^aring the rest of fifties and right upto 
1965 vvhen .another voluntary disclosures scheme was introduced. 
This scheme was introduced in two-stages. In the first 
stage, a scheme, known as ••64-4C scheme" was introduced, 
according to which a tax rate of 60 percent was charged on 
disclosed incomes, according to the Report of the ARC 
Working Group on Central Direct Tax i-i-dmini strati on (p.l07j, 

, during this -period, 20ri persons m.ade voluntary disclosures 
on- which the tax at the 60 percent rate come to Rs. 38. 80 
crores. The average income- disclosed per volunteer" 
was Rs. 2. 60 l.akhs. As against this scheme, which would 
generally attract those whose normal tax obligation was 
at 60 percent or more; a second scheme, kn^^wn as Bluuk 

Scheme* was introduced. According to it, instead of a flat 
rate, the tax rate pays-hle was that which was applicable 
to the block of concealed incomes disclosed. 

The block scheme had a m.uch better . re cevpti on in 
comparison to the 60-40 scheme. Soire 413, 628 persons 

declared incomes amounting to Rs.145.5l crores, .)n which 
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tax amounted to Rs , 68.27 crores. It gave an averac^ income 
■disclosed of .Rs .12/ 85o . ThuS/ though more people reasponded 
to it and more incomes becaine legal, the tax revenue realiza- 
tion was quite low. It compares unfavourably with the 
detections through administrative channels, which in any 
case do not show evidence of too vigorous a pursuit. 

As the DfTEC Rbport; puts it, ’’they: xvere more or less 
schemes for converting black money into white on payment of 
v/hat. turned out to be in most cases, a small amount of 
conscience m.oney. Disclosures made in the name of minors, 
ladies and benamidars have, on the other hand, contributed 
to perpetuating evasion, and rendering investigation in 
many a case uf suspected tax evasion difficult ..or even 
futile. The fact that in , the last of these three schemes, 
name-ly the black scheme, ns nay as 77 thousand and odd out 
of the total of 1,64 226 disclosures vjere fr'Cm persons not 
previously assessed to t. ax would beoir .ample testimony to 
this misuse jf the scheme. Vje were . inf ormed by the Central 
Board of Direct Taxes that there were several instances 
of the Same set of persons taking adv. ant age of all tie 
threc4^ disclosure schemes, : which' would be lie- the theory 
that such schemes help to. rehab-illt ate the, repentant 
tax evader who is desirous of mending his >;ays." (p.l2} . 



It is also not cl^ar ns to what is the extent to 
v/hich such "voluntary" disclosures (Induced by laws 
condoning paist offences) are availed of by those with 
political black "incomes". It is not too unreasonable 
to suspect th'^-t conversion of such incomes into income- 
yielding assets (except use for political purijoses like 
financing election expenses, supporting political 
underlings, inducing defect! jns, etc.) is relatively 
difficult. Real estate, bullion, jewellery etc. are also 
serious contenders for the use of such political black 
incomes. Thus, it is possible that open profitable uses 
of political black incoraes ent.ail relatively greater 
risks. If a scheme of "voluntciry" disclosures can bleach 
such black incoraes ’v;hite*, it facilitates their ‘open* 
use. Thus it may be belieTJPd that such disclosure schemes 
hold relatively greater attractioTi f(jr political black 
incomes. Since "the 'disclosed incomes are already invested 
surreptitiously in business or property throu<Ji various 
devices"/ (DTEC, Final Report/ p.l 2) it may be inferred 
that the contribution of such schemes to immobilization 
or socially useful utilizatioi of corrpound black incomes 
cannot but be minimal. 




In viex'^r of such factors, the DTEC was strongly 
opposed to schemes of voluntary disclosure, "either nox<^ 
or in the future." Interestingly, the committee reported 
that "liajority of Departmental officers and some €h.ambers 
and other representative 'bodies of the trading community 
have expressed themselves categorically against the 
introduction of any further disclosure schemes", which 
"place a premium on fraud and are unfair to the honest tax 
payers (p .1 2) . This lends a certain degree of support to 
our hypothesis that voluntary disclosure schemes hold some 
special attraction for holders of political black incomes. 

■ ■ 't 

Contrary to the .recommendat icn of the Direct Taxes 
Enquiry Committee, 1971 and ignoring' the limited effective- 
ness x^7hich in any case gets offset in certain important 
waySj (as discussed above), yet another voluntary disclo- 
sures, scheme was introduced by the Voluntary Disclosure of 
Income and. Wealth, Or£iinance> 1975, when the country was 
being ruled under the provisions of internal emergency. 
Under this scheme, regardless of the number of ye.ars over 
which incomes -and'.: we alth remained undisclosed, the amounts 
di s clos eel we re ; to be taxe^ as a si ngle b lo ck , Duri n g thi s : 
period, searches and seiz'Urcjs had been intensified? later 



on Smuggl-' rs and Foreign Exchange Manipulators ( Forfeit ui'e 
of Property) Act^ 197 6 v;as ;iLso enacted to deal vvith the 
menace. Under this Act^ inimovable property worth Rs.8U,0 5 
lakhs and movable property worth R3.76. 84 lakhs was 
f orf el te d . ( Report of the Ministry of Finance, 1975-7 6 ) . 

The disclosure’ scheme had a further provision that 5 
percent of the illegal incomes disclosed and 2 J 5 ' percent 
of wealth disclosed will have to te spent on projects of 
high priority like slum clearance and housing for the 
poor. 

Under the scheme^ the tot a 1 .amount s disclosed were 
placed at Rs.157 8 crore, of which Rs.744 crores v/ere 
disclosed incomes and Rs.834 crores v/eire disclosed wealth. 
Income tux and wealth- tax payable on the above sums were 
estimated to be Rs . 241 crores and Rs .7 .7 crores. respectively . 
Over and above these# Rs. 4. 9 crores out of these disclosures 
were invested in specif ied securities . ( Economic Survey^ 

197 5-76/ p.25) . It appe.ars that# given the limitations 
and short- comings of various disclosure schemes# recurrent 
reliance is placed on this measure not so much to reduce 
the .'’ise of the black sector (which m,ay in fact increase to 
a certain extent) but to raise tax revenue and redirect a 
part of such resources into some preferred set of uses. 



The long-run imp] i cation of periodic disclosure schemes in 
terms of strengthening the p ixjpensity to multiply concec'led 
incc^rnes does not seam to receive seriovs ettention. 

A modified scruarrie for uneorthing block incomes end 
weal.th k.' 4 ?. t in the form of each b;ol cnees was introduced 
through Specicl Bearer Bends ( SEB) Ordinance, 1981. This 
time .the purpose also saerned to be to bring such resource 
under public control fer o. period of ten years by exempting 
disclosed resources from t azation and, o f faring a simple rate 
of intr-rest of 2 pc:rcent per annum* The SBBs, 1981, iwill 
have a face vciue of Rs. 10,000 and will be issued at pax.. 

The p.eriod of ma.turity will be 10 yeaxs, with the holder 
receiving Rs. 12,000 on maturity. To inspire confidence, 
the scheme will be oomplstely indop endent o f tax administra- 
tion. Ip sc fax as this condition ia rSc.Lly a.dhered to it 
is net unlikely that after the and of lO yaars, even those 
also wbo did not buy the black bongs take credit in their 
accounts for the suiris lA^hich they could just cloin were 
redeemed thrc! ugh maturity of ■ the bonds. Kowev-.-x', the actual 
previsien of; repayment through acec-unt p ayee chogue.S prevents 
this. possibility but to that ..extant comprciTiises cnonymity 
provision. It vrill then produce incalculclslo; consacuences in th 
ccDnomy, There will ba? no, .ceilings /on such inyesJjTicnt of 

resources, which may alao be in the fom foreign exchange. 


bl ack 




It x^ras hoped that by -tiie deo-dline of Jspril . 30, 1981 over e 
period of about three months, a total sum of about Rs. 1,000 
crores would become available to the government by way of 
budgetary support. 

It is obvious that this was the most "liberal" and 
attractive disclosures scheme so far. The purpose seems 
to have changed in the sense that while no tax is levied on 
disclosed amounts, the control over the sims passes into 
the hards of the government for a period of ten years. 

Thus it is essentially a public borrowing out of black 
monetary resources at a relatiyely ipv; rates of interest, 
which are more than compensated by waiving of tax liability 
,and penalties. In any case the rate of interest is not 
too " ow when compared wi’ h the rates offered on 10 year 
government boads. In fact, in so far as the SBBs can be 
used as. collateral, the loss of control over the resources 
is also partial only. There is not much poin.t'.in analysing 
the general e con aaic impact which is likely to follow from 
the scheme of SBBs. It certainly is unlikely to be 
^“tilnff itionary as the funds borrwed against the black 
bonds are likely to produce a turnover oner a period of 
say one year, not much less than and may be excea.ding 
the face value of the bonds. 



In brief an affective poli cy -package capable of 
effectively cleaning the economy of its black component 
is yet to be devised and implemented. This brings us to 
some important questions: why is it that despite a wides- 
pread recognition of the need for effectively putting an 
end to the operations of the black sector/ an effective 
beginning is yet to take place? Why is that x^rhatever 
little has been done in this connection is largely 
misconceived? These questions can be explored only in 
the contest of a realization of the possibilities of and 
constraints on. stamping out the black sector. 




IV 


The Proble-n of Controllin g the Black Economy 
Const raln-fcs and Posaibilit ies 

The constraints on public policy intended to do 
away with or restrict the scope of the black economy are 
corrplex. They arise from the character of the polity? 
the nature of the i:)rocasses of policy formulation and 
implementation, the nature of the economy and its opera- 
tional mechanism,, from the interaction between the above 
mentioned factors, the size, range of operations and channel.^ 
of movement of the black economy and a complex network of 
interests evolved around these f actors and forces- However, 
it -would not be too useful to relate almost everything 
with the persistence of the black econony, and its capacity 
to frustrate public policies meant to move against it, 
not Oiily .after their initlatd.on but even , at their pre-natal 
sta^. Hence in the following we abstract from the 
relatively unimportant and subsidiary factors and underline 
the major constraints operating against attempt.s to frustrate 
the black economy. 

The black economy, we have argued, is an important 

opera-tional component of the Indian economy .with many 
diverse links with the political system. In an economy in 
which the St.ite is playing an increasingly greater role, the 
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phenomenon of a large and growing black sector poses many 
problems, not only in general--but 'also specifically^^^^^^^^^^^^^^^^^ 

vis-a-vis the processes initiated for restraining the black 
economy. , 

To the point of view which considers the State 
interventions mainly a component of the * solution*' vector, 
aS- distinct from the 'problem* vector constituted by the 
entire complex of socio-e con csitic processes, the black sector 
comes as a buffer which is fairly immune to controls and 
regulations and brings about a d,eviation between' intended 
and actual results of Various interventions. 

That is to say the black economy is not Only . 
fairly uncontrollable, but on the contrary, starts , 
exercising some forms of control at its own on the economy, 
polit ics" and policies . ^ Thus, on account of the. sizeable 
and growing black sector, and its influence on the public 
policies, if on ho other account. State interventions 
gradually move from the 'solution' vector to the proble- 
matic itself. Thus the State - the' agency and instrument 
to deal with the black econony,, finds its capacity to do 
the Job constrained on account of the links' of the 
* proble m ’ e xt endin g - ri ght upt o the ‘ sol ut ion- agint . . ’ 
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The 'disease" has afflicted the ’phYsician' . 

On another viev;, the interaction between the 
ccmpulsions faced by a State dominated by certain powerful 
resource-holding classes in the process of catalysing 
development on the one hand/ and the compulsions of competi- 
tive electoral politics on the other create a framev/ork of 
mutual , dependencies and feedbacks linkin g business and 
industry tlirough a number of formal and informual processes,. 

If the State has to combine direct participation in the 
econcmy (mainly in tte form of creatian and operation of 
economic assets) with an extensive regime of controls, 
regulation and pranotion of private economic activities/ its 
relationship with business' and industry becomes very close 
and c Tiplex. For example the needs of rssource mobilisation 
for the former task may conflict with the promotional 
policies directed at private enterprise. 

While there are many issues of general attitude 

and policies to'^A/ards private eccnonic activities, there 
also crop up issues of deciding approaches, policies and 
actions concerning specific industries, industrial houses 
and firms. The Report of the ILPIC (Government of India, 



66 


New Delhi) shows instances both of general and of specific 

kind in v/hich the relationship between government and 

business charii^'d from those contained in the declarations 

4 

of the Industrial Policy Resolution of 1956. The Report 

of the Mundhara Coninission may be taken to represent how 

5 

the processes \'7ork in specific cases. In this process/ 
many conflicting needS/ tensions and pressures build up in 
the system^. The resolution of these conflicts/ tensions 
and pressures’ becomes a matter not only of legitimate 
politicaT processes/ but also of many hidden, illegal and 
subterranean processes. Both in the overt political 
processes and underhand manoeuvrings, availability of black 
incomes becomes a powerful means for intervention for 
general and specific purposes. Hence the relatively 
autonomous power and manoeuvrability of the black sector 
beccmeS/ to a certain extent, a challenge and a meance to 
the established and legitimate political power, though the 
latter may owe its position, at least partially, to the 
patronage extended to it by the black sector. 

Thus the black sector may owe its position and 
strength to various dispensations of political authority 
at the same time when it is also participating in the 
process of distribution of political po\\er. 


Similarly, 
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the political str-rta receive patronage from -and dispense 
patronage to the operators in the black sector* They 
are each others benefactors as v,rell as beneficiaries. 
Eversince the banning of ojpen "donations*' by the large and 
concentrated corporate sector to the coffers of political 
parties/ the role of and need for the black sector in 
this arena has increased considerably. A large number 

of other changes in politics (like its increasing divorce 

■ • 1 

from brhsic issues of policies, prograrmies and strategies) c 
and economy (like watering down of initial policies 
concerning self-relian-t Planning, public sector etc. in 

order to deal with growing contr adictions inhibiting,, growth 

8 

and jeopardising development, also contribute to this 
outcome. What is implied i.s that following from the 
strengthening of the propertied entrepreneurial/managerial 
classes in the wake of State-sponsored expansion of the 
economy, politics is increasingly involving conflicts for 
hegemony by specific combinations of the propertied classes , 
Thus it is various kinds of rural — agrarian, mercantile, 
industri al capitals, with, their regional-linguistic, se ctor al 
and corfmodity-wise and size-wise diversities which are, in 
quick-changing alignm.ents, locked in a struggle for 

This largely intrs -class politics tends to 


dominance . 
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become politics of money po’,^/er. In the politics of mcney, 
obviously its most easily dispensable component ~ the black 
component - tends to take the front seat. 

Following from this framev/ork of the relationship 
between the black sector and the political systemj, it may 
be possible to have some inkling of the constraints which 
limit the conception, design and operation of various 

possible res pons es of the government to the black sector. 

The fact that this sector has grown to its- present dim.ensions, 
turning a lar<^ patch of the economy into a grey economy, 
with its densely black and many optically or cosmetically 
white patches, and the fact that this character of the 
operational mechanism of the economy is an open secret, 
testify to the growing accomodation .and reliance by the 
system on the operations of the black econcmy. The 
intermingling of the politics of black money and the business 
of generation and growth of black incomes is so dee proofed 
and widespread that it would be difficult to believe that 
the latter exists despite the political systems firm 
opposition to it„ 



The constraints do not arise from the political 
system and Its, functioning alone. Some specifically 
economic factors too contribute their part to inhibit the 
.possibilities of controlling the black economy. 

The interraingling of the unaccounted and accounted 
activiltias and transactions makes it difficult to identify 
the a:r:e a which is to be restricted- and curbed. If the 
legal and the black economies were two .separately marked 
out, parallel econcmies, one would at least knox^j the areas 
on which there is the need for cl.amping dov.in with .a heavy 
hand. But given the closely, intermingled character of the 
two and the f act, that the private, sector has been assigned 
a. large and growi,ng role (at least in an - absolute sense) 
vjith the gt-ate prcviding to it supporting facilities and 
framework, the dilemmas faced in controlling the black 
sector become rather acute. It becomes very difficult to 
promote the expansion of legitimate economic activities by 
curbing the bla_ek activities when the former is .tied in 
innumerable knots with the unacGount able activities. ■ 

A lari^ number of fiscal incentives, like invest- 
ment allowance, tax holiday, development rebate, .etc., are 
offered, in India for encouraging industrial development. 



In the case of investment allowance/ all industries except 
those specified in the eleventh schedule to the Income Tax 
Act are eligible to avail of this incentive. Starting from 
33 such lov/-priority industries^ the number of such industry- 
groups has been brought dov/n to 15 in 1981. Though the 
criteria for assigning low priority to certain industries 
has not been stated, nor does it seem possible to infer 
them by ex.amining the list^ it is clear that the suspected 
extent of black Income gen -ration in a particular industry 
or its relationship with the black sector as buyer or supplier 
does not seen to have been a criterion in extending or 
denying this .incentive . Actually# the intermixing of 
legitimate and black activities and transactions make it 
very difficult to introduce such a differentiation. Thus, 
e.g. industries like glazed and mosaic tiles, crockejry and 
cutlery, refigerating and air-conditiming appliances, 
watches, motorcars, chinaware and porcelain ware, etc. are 
not considered low priority ones, though they can reasonably 
be expected to attract a lot of black spending. Cti the 
other hand, tooth powder and dental creams, soap, oa'dis, 
office machines and typewriters, etc. which may not hold 
any special attraction for black incomes are listed as 
low-priority industries. 



The irapact of many draconian controls operates not 
only on the real and circulation spheres but also operates 
through business sentiments and the structure and efficacy 
of incentives. Many inputs^ much finance and a good deal 
of markets are raade available by the black sector. The 
fact of these linkages vjith the black sector make many of 
the decisions for expansion (whet bier induced by market 
forces or by public policy) worth their while. Thus 
vvhatever grov/th, expansion and diversification one wltnffissos' 
in the private sector owes considerably to the existence of 
a blooming black sector. That is to say? howsoever adversely 
one may judge or vie^^^ the black sector, as far as the private 
sector is concerned, to them the black econariy is an indis- 
pensable operational me cfianism and prop. It is the sector 
which ensures rates of re-- urn considered adequate in a 
framework where the law of average rate of profit is 
operative and merchant capital and usury provide very high 
rates of return . Simply because the law does not recognise 
or. legitimise this segment of their operations ensuring 
acceptable rates of return does not invalidate or nullify 
the need for such activities to them. In any case, v/e have 
seen how the political system also finds a modus vivendi 
with the black and the inter-mixed grey economy. Thus, 




one may conclude th,at some ,pf the .constraints limiting the 
desire and need for cubing the black e.concrny arise from 
its objective economic character in so far as the Indian 
private sector is concerned. . 

Since force, fraud and informality are basic to 
the functioning of the unaccounted sphere of economic 
activities, it becomes difficult to incorporate it v/ithin 
the formal models of the legal economy. Given this, it 
is to be expected that there will be a good deal of absence, 
of data and lack of appropriate understanding concerning 
the black sector. As a result, not only the magnitude and 
mechanism of the black econany are little understood., but 
one also fails to grasp how extensive and intimate its 
links are x-jith the rest of the system. These factors also 
act as some constraints on the' processes of dealing with 
the black incomes. 

A quantitative grox^rth by itself is an important 
prerequisite for an uninterrupted functioning of a private 
enterprise econony. Given the inter-mixt^d activities 
obtaining in India, groxvth of private econanic activities 
necessarily entails expansion of black operations, (the^^. V 
rates of grox^rth of private sector incomes and black incomes 



seem to operationally corr^ated) as m.urcee for fmad&, real 
resources and for ensuring operationally attractive rates of 
return. Clamping down on the black sector may disturb the 
actual conduits and mechanisms for expansion of private 
economic activities. This may conflict with stated and 
actual preferences about the institutional structure; of the 
economy and pursuit of growth and modernization,/ even if 
one ignores for the moment the associated' questions of 
interests and power-equations. Thus the rigid/ ideological 
(as opposed to functional criteria of historical feasibility) 
conception of what has come to be called the Indian mixed 
economy limits the possibilities of doing away with the 
black sector. 

It would be simple mindedness of an extra-ordinary 
order to presume that removing the black sector would be 
just a cleansing operation essential for restoring the 
economy to a healthy road of legality. It is not implied 
that nothing can or nr-ed be done about the black operations. 
We have seen how these activities create many complications 
in the economy and polity in many different forms. However/ 
controlling the black operations by attempting to put it 
under leas'd is not the same thing as its total elimination. 



The most difficult, and tricky questions is ; how 
far and hovj can one keep the black sector under certain 
limits of tolerance a.s an essential., if openly unacknowledged 
instrumentality when its o'-/n inherent drive, like that of 
capital in general., is to continue to expand - this is its 
Moses and the Prophet. 

As things are, surpluses originate in the hands 
which control property. Surpluses move into as well as 
origiante from the black sector. l4ore over the self-ejpansion 
of such surpluses permitted outside the black sector does not 
provide adequate incentives for it Ir® continue with its 
natural drives. Cn the other hand/ the ruling policy 
preference seeking growth of G^'^P (for it provides the home , 
marker essential for capitalist growth) cepends: so heavily 
on private surpluses. Hence changing property re lations/ 
transferring control over property frcm private to public 
h-ands/ is, quite naturally a policy choice of the last 
resort and to a limited extent only for Indi,3n econom.ic 
policy. Given these constraints, so.me measures may either 
reduce the quantum of black resources and/or close certain 
channels available to it. The basic essentials of the 
phenomenon survive. Hence it recurs.- in changed forms and 
larger' magnitudes. Like many other things, while one 



learns to live with it^ one has periOcHcally to move 
against it as well. Since there are hardly any inherent 
non-control sphere internal checks and balances putting 
an end to its self -expans ion/ some public policy checks 
and controls become essential to restrain the black sector. 

These processes of successive serious eruptions and 
efforts at restraining the black sector are a part and 
parcel of the process of emergence and resolution of various 
contradictions in the economic and political system. It is 
linked up with the overall dialectic of the system. Hence 
an analysis of the questions connected with the bl^ck sector 
cannot by itself provide complete answers to these l^^ng-term 
questions. On the contrary/ it is these long-term proces- 
ses which would circumscribe the cycle of grovrt:h and 
expansion and control of the black econcmy. F>^r example, 
if there persists a period of lack of direction and undeci- 
siveness in the political economy of India/ the processes 
of black economy may n .)t be curtailed but just be regularised 
and accepted as a part of the game, so long as the black 
res.jurces became available to finance public spending as 
withnessed in the special bearer bonds scheme, 1981 . 



75 :~ 


In s-OTu since cuix ailing black econ'Cmy slows down 
' grovvth ’ / weakens incentives for expan sipn of private 
invsstprent on account of low^er rates of permissible post- 
tax returns, closes some sources for funds/ and inputs 
needed for expansion^ redU'Ces trp consumjption of m.any 
luxuries which provide a spur to private efforts and 
initiative, build up pressures to look for n^Pti-private 
sector agencies for grov?th and thus conflict with preferred 
choice parameters^ the drive for eradicating black economy 
cannot b© taken up very effectively. Only a limited effort 
to keep it within manageable dimensions is likely to be 
made during periods when its size distribution and mischief 
tends to threaten the balance of forces in a destablising 
manner excessively compromising the relative autonomy of 
the Lcate. The objective of such interv3ntlons cannot be 
to do away with the black .sector altogether^ - it is neither 
feasible nor/ from the point of view of the dominant classes, 
desirable , . v 

At this stage, a .question might be raised that 
while tax evasion on a certain scale is almost universal 
in societies v/here direct taxes on Income and wealth are 
at high rates and form important pert . of ... the fispal 
structure, why is that the black sector has become so 
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pervasive, and significant in the Indian economic 

system? To begin with, the clamour about the black sector 
is not unmistakable indicator of its size, it may have more 
to do with it consequences. However, there are some 
reasonable bases for expecting the black sector in India 
to be a far more serious phenomenon - both in term of its 
size and consequences - than in many other market economies 
particularly developed capitalist economies, which at their 
present stage of development, many have greater capacity to 
live with it. 

At the most fundamental level, the phenomenon of 
black economy owes its origin to a shaiq^ discrepancy 
between the legally permissible post- tax rates of return 
and the generally acceptable, adequate and feasible rates 
of return. If the above provides the motivation to look 
for black incomes, the existence of oa large number of 
untaxed or lower taxed and unorgaisised Activities and the 
specific nature of the relationships between the control 
sphere on the one hand and the real and circulation spheres 
on the other provide the means for the genesis and 
proliferation of black incomes. 



The high level of accept aole net rates of return 
in a country like India arises, f or the most part, on 
account of high rates of return in trade and money lending 
and their impact on generally expected, rates of return. 
There are many historical reas -ns for the existence of a 
widesprt'iad informal sector in India. Similar reasons 
explain the low^r rates of t.axation applicable to agricul- 
ture and allied activies . 

In contrast to the expected high rates of return, 
there are many factors which depress the’ actual, realized 
rates, of ret urn. Particularly in the sphere of industrial 
investments. The f.act that for many goods the market in 
India is sm.all, technology and raany intermediate inputs 
are i..iported and export, m irkets is not easily available 
tend to depress the likely r ite of return on investments. 
The social compulsions of resource mobilization and 
reducing unbearable and unconscionable inequalities of 
wealth and inc^'ane also make for relatively high 'rates of 
taxatiois. Reliance on constently rising marginal rate 
of saving as a means for the increasing the average rate 
of saving also tends to being about higher' rates of direct 
taxes because it is essential for increasing public savings 



The Kaldorian packa^^ of tax-measures has^ by and large, 
been introduced in order ostensibly to promote growth and 
equity. This reduces the carry home rates of return on 
investments. The importance of non- agricultural goods in 
the average cons impt ion basket is relatively low and 
is largely confined to traditional items like textiles/ 
edible oil matc±ies/ sugar etc. In these traditional 
industries, taking a good part of the consumption expendi- 
ture of the masses, the rates of return are low and 
industrial sickness rampant, A complex of such factors 
create a gvjod deal of discrepancy between the permissible 
and expected rates of return, giving a big fillip to the 
phenomenon of the black sector* 

Then the phenomenon of colonial expoitation and 
metropolitan-peripheral relationships have contributed to 
sustaining and maintaining the rates of return in the 
First Vforld/,, which are not available to the capitals in 
the Third World countries like India, though some of her 
larger monopoly houses are branching out into other 
countries to obtain and/or maintain relatively higher 
rates of return. The handicaps are sought to be m.ade up 
by going in for black transactions. 
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The persistence cf the black sector in order to 
ensure higher rates of return in India is supported by 
another feature witnessed here. Metropolitan capitalist 
development/ in which competitive Schumpetarian processes 
of creatif-e destruction operated/ led to destruction of 
earlier econosaic fcjrms and their replacement by ne'war 
lines 0 ;f production. Thus the, pursuit of profits .and 
expanded reproduction produced larger employment, increased 
productic.n of mass consuraption ..g pods/ increased l^our 
productivity .and rising stanciards of living. That is to 
say, there arose a certain d- gree of correspondence/ . « 
at least within the metropolitan countries between private 
and Social gains. on .account of. sizeable, and sestained rates 
of growth Cif incotn© and amploimnent . This lead to. a 
certciin degree of muting of the voices pointing to pheno- 
men.a like tax evaslcjn ,3nd its proflferation in the 
developed market ecc>namie3. .; . ■ ,, 

But .in couiitries like India where colonial and 
post-coloniai capitalist dev(=iv.,prnont. is unable to produce 
its ‘social dual’ (i.e. correspondence between 
and private good because of the failure of capitalism to 
generat <3 is adecfuate measure employment/ incones/ mass 
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consumption goods and rising standard of living), and 
because political deve'lopment in some senses keeps ahead 
of economic development, it is not surprising that there 
is more strindent clamour about the black sector and its 
expansion. Thus, de.spite the hue and cry about the 
black sector, its role in the system and its povjer put 
certain sharply identifiable limits on various efforts 
meant to curb it. In fact, if our analysis is valid, it 
will follow that the objective of elimination of the black 
sector is not likely to be s :-t ip or accepted by public 
poli<r/. However, the inherent tendency for the self- 
expansion of black incomes and wealth produces various 
kinds of pressures to bring it under sane coiTtrol and put 
a certain amount of control cn its operations. 

It is possible to reduce the extent of on-going 
tax-evasion, i.e. simple black incomes, in a number of 
ways, A number of policies, programmes, laws and 
administrative steps can reduce compound black incomes 
which fall predcaminantly in the black sector. However, 
that category of compound black incomes which arise in 
association with legal, econorrdc activities and transactions, 
through under and over-invoicing or through corraTiissions, 
cuts and kick backs, are about the most intx'act able. 
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especially at the level of policies, (except;, of course, 
through the ones v/hi ch are of relatively more f undamental 
type infringing on- private property and enterprise) . 
Siinilarly, political black incomes can be reduced only to 
a limited extent through changes in political and consti- 
tutional structure (like electoral reforms ^ formalisation 
■of: the role of business and industry in politics) and 
through those changes in politics which bring the masses 
increasingly into politics. The foregoing analysis, 
therefore enables us to set a somev/nat clearer perspective 
about the possibilities of various kinds of public policy 
responses to the- black econcroy encompassing 'objectives, 
policy variables and thei.r operational mechanism. 
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IV 


Notes 


1. See^ Erankel^ Pi India's Political E con cmv 1947-77. 

The Gradual Revolution.- OUP^ De Ihi , 1 97 8 . 
pp. 47 5-47 6 on the role of "black money". She 
writes# "By 1972.# although direct verification was 
impossible# it was believed that the Congress Party 
and the Prime Minister personally had become the 
m.ain recipients of illegal contributions by the 
larger business houses (in response to political 
blackmail implicit in threats of nationalization)# 
and from leading smugglers (in retirn for political 
protection over a wid.: range of illegal transactions) 
that sparked ramours of grov/ing ties betv/een the 
government and "black professions" of the under- 
world". pp. 475-47 6. Gold aucticns and many other 
steps taken by the Janta Government make the same 
ranalysis applicable to the Junta government 1977-80. 
Also# see# Kothari# Rajni# " Democratic Polity and 
Social Change in India. Crisis and Opportunities. 
Allied# Bcmbay# 197 6. pp. 28-32. "In recent years 
this aspect has acquired increasing significance 
.and has made politics# somev/hat on the lines of 
what has happened in the United States# a preserve 
either of the rich or those patronized by the rich. 

It has placed disproportionate po’wer in the hands of 
political financiers (largely from private industry) 
and of those who can manage to gtit money from such 
financiers. This m ..ney is needed both for winning 
elections and# therefore# for consolidating - or 
dislodging - the ruling group v;i thin the majority 
party. It is also needed for the day-to-day 
running of the party org.anisation. In short, it is 
an essential element of the electoral# legislative# 
and party politics." p. 29. Hv..,wever the causal 
importance for this phenomeniun which Kothari assigns 
to "distances between the representatives and 
the people they represent" does not only seem to be 
disproportionate; but also tends to negate the role 
of positive strivings by private industry and black 
econcmy operators to subjugate and control the 
political and at.lministrative processes. 

Kothari# Rani# Op . cit p.31 says "For despite the / 
'i;ne man# one vote" theory, the present system has 
givc;n rise to deaply-entronche cl interests on whom 
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public figures have become increasingly dependents 
thanks to politics being treated as private ^enter- 
prise in which illegal and unauthorized money becomes 
the principal currency. liS this happens, the , 
m-inipulative aspect (jf politics gain, further in 
proportion as the participant aspect loses-” 


3. See Chenoy, K^sroal .\-M. In-'lust rial Policy and Big 

. ' Business in India - A Case study of PICCI-l947-i 966 
(Manuscript of a Ph.D. Ihasis to be submitted to 
Jawaharlai Nehru Uniyersity, New Delhi) . Kochanek, 

S. Business and Politics in India, University- of 
California -^res.s, Berkelay, 1974, pp.2l4-239 for the 

relationship of Politics, Elections and Business 
with each other.. Also Padia, B . ; Pressure Groups in 
Indian Politi cs . Radiant, hew Delhi,- 19 80 

4. Goy-al, S.K. Mono-poiv Capital ahd - Public Policy. 

B us iness and .Econ-miic '- ^ dwer . Allied, Now Delhi 

,-::-d979. pp. 105-108. . ■ 'T . ' ' ' ■ - - ' 


5, .Muniihara Enquj.rys The Full Btory. Free -^ress Journal , 
Jan— Feb., 1958.- o-: 


6. M;iay studies of the political processes in India 

make this point. For instance, Kot ha ri, Rajni, 

Op .cit. and references cited in it. pp. 24- 32. 

For the linkages starting from the village level 
onwards, see Sirsikar, V.N., The Uncrox'^ed Rulers of 
India- 


7. 7v3 F r -anke 1 , Qp . cit . p . 57 7 , says, "Yet , if it is by 

nov7 well-est3.blished that competitive politics over 
the past twenty— five ye-ars has succeeded in creating 
"a critical l^avel of political av/areness" among 
the illiterate and the impoverished, it is equally 
apparent that this brightened political consciousness 
has not yet rejsulted in the application of effective 
popular pressure from below to car.ry out peaceful 
implementation of social reform." Kothari, Rajni, 
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Op«cit . pp.l6-2l/ attributes this consequence to 
the ''Matus between the aggregative and dis aggregative 
perfoirmance'’ which led to ''the failure to give 
social content to demo craGy.'’ He argues that it was 
not recognized that "there were built in constraints 
on the progression frcm aggregative to distributive 
performance," 


f. Since these changes are . coming about in an increment al, 

piecemeal manner,, are of recent vintage and the 
process is still on,, no comprehensive survey and 
analysis of these trends has come to my notice. 

However, current writings in economic .and financial 
■ press highlight these shifts in policies, increasingly 
ovnf irrning to the policy prescriptions of the World 
.. ..Bank and its affiliates. . In a general way the policy 
chapter of Sixth Five Year Plan 19 80 -85 GOi, Planning 
Commissi.jn, 1981 gives ample indications of such 
shifts in the -policy perspective . 

Also See, Kamat/ A. R. "Congress Drifts to the Right 
( Business Standard^ 11 Sept, *81) and'S^he Ibrass of 
Econonic Crisis." Busin ess S tandard, 18 Sept.'Sl. 



polic y Framework; Myths concerning Contr ols and 

High Tax Rates 


For dealing with a complex ar^d multifaceted problem/ 
like that of the black economy/ there has to be an integrated 
policy-package consisting cf many different ccmponents. 

Apart frcrn such a specific policy-mix/ almost all the policies 
which the State introduces over a given period cf time 
must be examined from the point of view of its relation 
with the impact on tiie black economy. That is to say/ every 
policy must be reviewed for its effects on each of the 
follov;ing specific aspects; unearthing black money, preventing 
tax-evo-ion,' reducing or eliminating channels for further 
use or legal or otherwise laundering of black incomes. 

It is also iuiperative to ex.smine the effects of each public 
policy on the basic factors v/hich impinge on the black 
sector like divergence betv/eo:n the acceptable and post- tax 

■ f , , ■■ ^ ^ ' 

realised rates of return, existence of a siseable informal 
sector as well as activitiss v^7hich are either tax-exempt or 
attract di f f erenti al rates of taxatiai / s yrabioftic xe lati on ; 
between the political processes i'and the black s ector and, 
last but not the least, the informal ad jus-tments to various 
controls on private enterprise, market and price-mechanism 
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which is 

for regulated/growth brought about by the black economy 
operations . 


The upshot of the foregoing is that the poliGies 
for dealing with the black sector cannot be evolved in 
isolation from the general framework of socio-economic 
policies. After all# the black sconcmy comes into being 
and grows as a result of a specific form of interaction 
between the control sphere of the ccncmy on the one hand# 
and# the real iand circulation spheres on the other. 
Therefore# methods of dealing with the black sector must 
take a very close look at the rati® ale# contents, fczsn 
and methods of operation of the ccntrcl sphere (i.e., 
economic planning# policies and economic administration) 
in order to see how it impinges on. the basic factors 
responsible for the black sector. A new strain cf 
economic and political interventi n s designed to deal 
with what resulted from earlier decisions concerning the 
same sphere would obviously be inadequately effective# or 
may even be defeated# if suitable and consistent 
modifications are n^-t mode in the latter. 
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Sines the b Inch sector owes itself to the specific 
form, c.-ntentSj. and size of the control sphere in its 
relaticnship vhth the real c'ind circulation spheres, a 
facile cind simplistic viev/ has otten been advocated that 
the best response tc its menacing proper ti on s and consequences 
is t-„. disraentle the control sphere either totally or 
substantially. Such viavvs are based either on the 
inherently uncontrollable nature '-'f the market ec enemy 
cr on the inherent efficiency cn the governments to enforce 
the requisite controls, hs Albsx't I. Semmers rnaintains, 

"The collective -‘beneficence*, for which the responsibility 
has fallen t;; government, is inherently inefficient. Far 
frem controlling itse,lf through the equilibrium process 
of a market, its 'beneficence* may be destructively 
cumula -.ive whenever its efforts impair market balance and 
incentives." ("Ends and Means; Market. Vs. Government" in 
E gon erni c I rnpa ct , 1980/2, p.74). 


The groups vjhc make this demand raost stridently are 

easily identifiable. Jmong professional econanists, it 

is a sub-group of those v/no identify the economy -v^ith the 

market ;arrd consider the latter, both in terms of outcomes 

an d as' processes by definition, ef ficient* and -who blame the 
^As Albert T. Scn'imers * (op. cit. . 7 3l pu-trs"xt, ‘Whateve'r it 
(•che market) does is right, by virtue of having done it, in 
mu. ch the ’ sane way that whatever nature does is right." 
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black eccnomy alongwibh ether inefficiencies (or the black 
eccncmy as an epiteme of inefficiency) cn the existence of 
controls and regulaticn , They a re joined in by a Icirge 
number of business and industry groups arid their political 
supporters in propagating this viev/. 

Since it is controls of varioas descriptions which 
bring about a divergence, between a cceptable end allowed 
rates cf return Sind limit, curtail, modify or proscribe 
certain activities, it is a tautology that controls breed 
black economy. It implies that certain activities are 
black, ne t by themselves, but mth r eference to certain 
controls and laws, vvhat is net realized in this kind cf 
polemic is that if the unccntrclled market processes and 
outcomes v/txe acceptable in the first place, a regime of 
ccntrcls would nc.t have been introduo_-d. This aspect, 
i,e. non-acceptability of unrestrained market processes, 
even by those vJhc oppose c^-.ntrcls and regu.lation is often 
lost sight of 

Thus, it is not controls, but the inability to 
effectively ensure and enforce their intent, then, which 
breeds the black e cenemy. Similarly, doing av;ay with 
controls does not substantially alter anything, except 
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that it rerauves the label of illegality or periurnbra. of 
disapprobation from certain processes. To aergue ' that ' 
ccntrvd.s not only "cause” {in the sense of not alio vjing 
as legitimate) operaticns v;hich generate black inccraes 
but also increase and multiply black income cperaticns 
is tc t eke a static ">n.ew of a dynamic process. It is 
true that once having ccrne into being/ black inccraes 
raultiply. But in the event of certain activities a.na 
processes net being curtailed/ restrained or prescribed 
through controls i.e. , net being dubbed ‘black'/ they will 
not GO'ntinae tc remain static at any given initial level. 

They toc> will exparid in much same way that the black 
cperaticns expand. In effect/ it may be possible in 
certain caseS/ that without the loss of legitimacy/ such 
activities and processes v? uld have accelo.rated at a 
faster pace. It fellows that this tirade against controls 
as being resp;onsible for the black sccnoray is a tautcl'^gy 
and completely misplaced. If removing controls cem eliminate 
black incoRieS/ then crime too can .possibly be abolished by 
abolishing ell lav/si 

There is another group ■ of eccncmists who reGognise 
the need for applying controls ever the market prc:cesses. 
Their reasens toT it . ore basically technical, like 
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indivisibilities external economies, public and semi-public 
goods, merit and demerit goods, unequal national strengths 
in international markets, increasing returns, deficiency 
of aggregate effective demand, \e.riuus informational bottle- 
necks and their Gcnsequences,_ disturbances caused by the 
monetary and credit system, e tc. What they cppcse and resent 
are net controls as such, but direct and physical controls, 
i.e. controls which replace or do away with market 
processes, (rather than modifying and/cr supplimenting the 
latter) which in their view, are' essentially efficient 
except seme limiting and/cr disterting factors. They 
support or accept controls which w'ork through the price 
cind market system like taxes, subsidies, etc. 

TOi the extent even such controls lead to tax-evasion 
and operations of the black a:-.ncmy, they advocate stern 
administrative-legal meth as of dealing with them; but 
largely they accept the evasions as inevitable and 
advocate learning to live with them as is the case with 
the developed market economies. After all,, if it were 
possible tc ensure a one hundred percent ccmpliance with 
lav;s, then perhaps the need not even enact the laws, 
with penal provisions, but just instruct people in what 
may be called ‘legal behaviour'. Hence, ignoring such 
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non-compliance as marginal, the essential case is as 
follows; The indirect oo^ntrols are expected to operate 
through changing private profitoti li ty (both positively 
and negoitiveiy ) acc- rding to some S':.,ciGl dictates. Except 
for the minimum of such indirect, market baso-d c' ntrcls, 
the rest, according tc- them, are bound to be ccunter 
productive or redundant, because the objective market 
forces would find many ways (like black raarke.ting, 
corruption, political black incomes, etc.) to frustrate 
the direct and physical controls. 

These views on co.ntrcls dc not recognise many 
serious sources of market failure, where incremental 
interveri ti on would be grossly inadequate. Even, -in the 
developed market ecencmies, the problems cf ecological 
imbalances and polluti'.w, coeo-dsterice of private v/ealth 
and public squalor, stagflation# grev/ing inequa little s 
within and between nations, sustaining traditional secters 
like agricuiture, shorting up the fortunes of older 
industrial areas, etc. are considered too sticky 
and intractable by a regime of price -mechanism based 
marginal intorventiwns. This limitation is more particularly 
relevant in the developing economies needing large and 
growing public investment and structural changes as the 
most critical, catalytic interventions, even for making 



the market forces to work and- encompass the entire economy. 
Then/ the fiscal implications, of raising resources for 
supporting state intervantions and direct participation 
for expanding c'and deepening the control sphere generate 
a snow balling process of strengthening controis. The 
unannounced jump that the eccnonusts of this persuaticn 
make from their text-book economics and formal models to 
the real life situations acmes in the way of their percep- 
tion of the nature/ role, scope and intensity of controls 
required in modern economies. It is a stubborn carrying 
of the baggage collected in the past on a journey to a 
different dc stinati on 1 

Thus the problem of controlling black incomes is 
not a simple one of either doing away with controls 
altogether (including sizeable cuts in tax-rates) or 
restricting and simplifying controls. In the pro«3Ss «f ■ 
dealing with a secondary canplication (i.e,/ the black 
sector) which arises in the course of dealing xvith the 
primary malaise and conplaints developing in a private 
enterprise/ market economy tlirough a regime of complex 
controls, one cannot afford to wish aivay the primary 
malady to which an intricate system of controls and 
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regulation is, after- all, a response.3 

A specific variant of tlie above arguments is one 

which rela-tes black incomes wind tax evasion to 'high rates 
4 

of taxatiorj fhci argurrient can run along tv7o lines. 

One, high rates of taxc'ition causes black incomes, because 
people cLo not wish to pay such huge sums in taxes. 

Second, it is suggested that the^ higher the rate of a tax, 
the more attractive it is to evade/avoid it and the more 
worth'while is the risk associated vri.th such tax evasion . 

The Direct Taxes Enquiry Committee ( Op.cit , p. 9) 
found a great deal of support for this view. It said, 
"When the marginal rate of taxation is as high as 97,75 
perceruc, -the net profit on concealment can be as high as 
4, 300 percent of the after-tax incane. The implication 
of 97.75 percent income-tax is that it is more profitable 
at a certain level of income to evade tax on Rs. 30 than 
to earn .honestly Rs. 1000.-" - ■ . 

It has further been suggested, that tax-rates . 0^ 
approaching confiscatory levels erode the legiti.macy of 
taxation and imparts to tax-evasion "the status of a 



“ : 94 ; “ 


defensive weapon in the hands of tax -payers." ( DTEG Report / 

pp. 18-19) i For examp ley if the high marginal rates of 

income tax are clubbed together with wealth tax# it nay .-s 

be possible that at certain ranges of incai\e and wealthy 

the combined tax outgo may exceed pOO percent of current 

inccmey i.e. one has to dissave in order to pay up the tax 

liability honestly. 

In so far as the basis for unofficial or blade 
incones is to be found in the dissatisfaction vath the 
past-tax rates of return# it is obvious that the phenomenon 
relates to taxation. Since taxation is necessary for the 
creation of black incanes# it is obvious that tax-evasion 
can be abolished if taxation is abolished. At the zero 
rate of tax# there od-ll be no need to evade any taxi 

supposed, to be 

Since the tax liability iSj/higher at higher tax 
rates# the scope for tax evasion incx'eases with tax rates. 

Even if a constant proportion of tax-liability is evaded at 
'relatively higher rates. However, this is a tautology. 

To be meaningul, the proposition relating tax evasion to 
directly to tax rates should mean that at higher rates, 
prospects of greater gain induces greater propensity to evade, 6 



That is, if soneone were evading 20 percent tax at 30 
percent tax rate, he wcxald evade, let us say 40 percent 
or greater percentage of tax at 60 percent tax rate. 

That is to say, the amount of tax evasion rises at least 
proportionately or more than proportionately with rising 
tax rates . 

However, to make tax evasion predominantly a 
function of marginal tax rates is to oversimplify a complex 
decision dependent ph money factors. If the relationship 
were so simple and direct, it would follow tliat at a 
certain positive and high rate of taxation, no taxes 
would be paid, (not through disincentive effects as implied 
in the laffer curve, ) but through unwillingness to pay 
taxes i,e, through tax avoidence /evasion. 

In fact, even the argument that at a 100 percent 
tax rate, there will be no revenue is a very dubious one. 
For one thing, it is not a flat rate of 100 percent tax 
which. would be the choice of any rational finance minister. 
Unless consumption and investment are socialised, it 
would be absurd to think of a 100 percent flat rate of 
income tax. In that ease, there money incomes 



availaole to individuals which can be taxed.- However, 
it is possible to thinly of a situation when a country 
proposes to apply a celling on personal incomes through 
a 100 percent marginal rate of income tax at a certain 
level of income. At such a tax slab, the total tax 
revenue would be zero if the entire tax liability is 
evaded on lower incane slabs as also only if the entire 
income falling in the highest alab is concealed. In 
order to concede the possibility of 100 percent tax 
evasion, one would have to assume av/ay ' the governmenti 
Given the scale of property ovjner-ship capable of 
yielding such a high income, it is rather unlikely that 
the entire income can be evadea,. 

Actually, if thure v;sre a direct correlation between 
the extent of tax evasion and the tax rate, it would 
follow that tax evasion can be eliiainated only v/hen 
taxation is abolished. That is to say, since every 
organised, society needs government and hence taxation, tax 
evasion (simple black inccraes) is inevitable in every 
organised society. Furthermore, if evasion continues for 
sometime, people .accumulate black incomes and wealth, 
whi-ch would lead to profiferation of compound black incomes. 
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Even if simple black inccmes (i.e. legal incomes on 
which tax is evaded) are related to tax rates, compound 
black incomes are not, which arises fran huge accumulated 
simple black incomes and their subsequent use for earning 
further inccmes. Compound blcok incomes fall: totally 
outside the tax purview because their tainted origins 
preclude the possibility of paying taxes on them. Since 
compound black inccmes for outweigh simple black incomes 
i.e,, the flov; of newly created black incomes through 
tax evasion on legal activities is only a fraction of 
compound black inccrries), the major portion of black 
incanes is independent of the tax rate. Similarly/ 
incomes received in the form of wages and salaries and 
also work inccmes earned in the organised sector as 
regular contractual payments cannot be evaded, irrespec- ; 
five of the tax rates. 

The hypothesis of direct quantitative correlation 
between tax-rate and the rate of tax— evasion v/ou Id imply 
a certain tax-rate at which tax-evasion is at its maximum 
and a certain rate at which it is at i.ts minimum. It 
would be very difficult to determine, whether on an a : 
priori basi s or empirically, a threshold rate of taxation 



at ViThich taxes are paid honestly wi'bhout any evasion. 
Similarly <■ it is not possible to postulate a tax rate 
at V7hich the entire tax is evaded; this is only possible 
if one simultaneously posits the maximum tax rate and 
no government* In any case/ a flat rate of lOO percent 
income tax is possible only if consumption and investment 
are socialised. At such a maximum tax rate, v/ith its 
necessary corellary of socialised consumption and invest- 
ment are socialised. At such a maximum tax rate/ with 
its necessary corellary of socialised consumption and 
investment/ it would be very difficult to postulate 
100 percent tax evasion/ or even tax evasion of a 
substantial part of income. 

This is so because a certain degree of weakening of 
tlie incentive to evade taxes may ensue from socialisation 
of consumption and investment. If . it- is so# it is a 
substantial vjeakening of the hypothesis of dirert correla- 
tion between tax-rate and rate of tax-evasion. On the 
other hand> if tax-evasion on a substantial scale continues 
in response to 100 percent tax-rate and irrespective of 
the socialisation of consumption and investment/- it amounts 
to jeopardisation of socialisation of consumption and 
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investment. The limiting cases in which the hypothesis 
of direct correlation between tax rate and rate of tax 
evasion breaks down is a substantial a priori refutation 
of the geherality of the hypothesis. 

The hypothesis of direct correlation between tax- 
rate and tax-evasion may refer to marginal rates of 
taxation. It would, then, imply that at lower marginal 
■rates of taxation, the incidence of evasion is low and 
it rises with the increase in the marginal rate of 
taxatiai. The policy implication of the argurnen-t-is that 
by lowering the marginal mte of taxes, one weakens the 
incentive to conceal incomes and evade taxes, since the 
imposed higher rates cf taxes tend to diverge from the 
effective, realised rates, it is argued that even fraTi 
a revenue angle, it would be advisable to bring down the 
marginal rate of taxation. This woald bridge the gap 
between the imposed and the realised rates of taxation , 
leading to either the same or even higher tax revenue. 

The basis of the above argument is evidently ^ ^ 
grounded in econcmic rationality and economic calculus. 
It relates the behaviour of rational economic agents to 



the gains from tax-evasion. Since the gains from tax- 
evasion are higher at higher rates of taxes# the rate 
and volume of tax-evasicn would be higher at the higher 
rate. If. one reduces the tax-rates# it is contended# 
one reduces the gains from tax-evasicn . Hence the policy 
package for dtialing v; ith black incomes should include 
reducing the marginal rates of taxes. 

The above argument v/ould make sense, given the 
logic of economic raticnaiity# if it were also assumed 
that there are only gains to be had f i'cm -tax-evasi on and 
it is either a ‘costless* operation or its 'costs* care 
always less than ‘benefits ‘ and are furthermore either 
independent of the size of the operation tax-evasion 
(including the recurring costs of holding and carrying 
unaccounted incomes) or vary inversely v.ith tiae latter,'^ 
As the Report on the v>Jorking Group of the Administrative 
Reforms Ccramission on Central Direct T^xes Aoministrati on 
puts it t "it is often forgotten that there is a cost 
even for evading and keeping evaded incomes and if the 
cost of evasion is higher than the gain frcm it, the 
rate of taxation by itself would not be a motivating^^^^ ^ 
factor causing evasion,. " (p. l08# New Delhi# 1968) . 
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The 'cost’ evasion ax'e basically of three types s 
costs of concealroent, costs of holding concealed incomes 
and wealth and costs of avoiding detection. The total 
cost of evasion/ then may change in very many different 
wayS/ depending on the behaviour and relative importance 
of these three elements. it is clear that all the above 
assumptions about the costs of tax-evasion are empirical 
assumptions. There is no reason to believe that the 
costs of tax-evasion are always less than the benefits 
available to thee/aderS/ either in the short or in the ^ 
long-run. However, if the nature of the state and 
bureaucracy is assumed or found to be such that, in 
practice/ the cost of tax-evasion is snail in relation 
to gains from it and it dec lincis with .growing volume of 
tax-ev ..Sion/ then the natu_e of the argument changes. 

A symbiotic relationslxip between the blacK sector 
and the political system generates a high degree of 
tolerance tev/ards the black eccnony. It also denotes 
a vrell-d eve loped system of devices and techniques for 
evading taxes and multiplication of blak incomes. Given 
the high degree of tolerance, a well-developed system of 
tax evasion and multiplication of compound black , incomes 
and a relatively low cost of operating in the black 
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economy, the gains from tax-evasion are offset rather 
marginally. In this kind of a situation, sc long as 
there are net positive gains available from tax-evasion 
and related activities, these activities are likely to 
continue. Even at very lovj rates of taxes, there will 
be sizeable gains to be had by evading taxes rather than 
paying them . There will be little reason to expand the 
tax-base in response to lower tax-rates because, given 
relatively low costs involved in operating in the black 
economy, one would ccmpar-e that vjhich is payable with 
the alternative of not paying. 8 

V-ie can illustrate this argument vath the help 
of a diagranu Showing the volume of tax evasion and 
cost of tax evasion (both in monetary units) on the 
vertical axis and the percentage ta:,. rate on the 
horizontal axis, we can plot one curve showing the 
gross benefits of tax-evasion (in terms of the amounts 
evaded) and another showing the costs involved, in 
tax-evasion. According to the hypothesis relating 
tax-evasion directly -to tax -rates, the benefit or 
tax-evasion curve rises with the tax rate. The costs 
of tax-evasion are net related in tine diagrann with the 
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tax rate, but vath, various amounts of tax-evasion. The 
cost; curve.: rises with the. .amount of tax-evasioh, - though 
less than; prQpcrticnali.y; {vdth., absolute amount rising 
with the. volume of tax-evasion) . This is because the 
cost of concealing incomes, holding and. .operating 
black incomes and costs and risks of avoiding detection 
have fome overhead elements, which lead to declining 
per unit value . with rising scale of tax evasion. 

. It cari be seen that in the initial phase, at low 
rates of taxes and low volume of tax evasion, the cots 
may outweigh benefits of evasion. But later on, the 
benefits increasingly cutwaigh costs. In che Indian 
case, it is cur hypothesis that the costs are not only 
very low, but, at higher ranges of evasion, they nearly 
become constant. In such a situati; n, even at loxv' rates 
cf taxes, there will be substantial tax evasion. The 
decline in the volume of tax evasion v/hich may come about 
at the lower rates vruld be insignificant in corapdrison 
to the reduction in tax-rate. On the other hand, if the 
cost of tax' evasion is increased to the positions shewn 
by the dotted cost curve, ',:/ne would see that a substantial 
part of tax evasion . would evaporate, without 'causing a 



fall in tax revenue or having to sacrifice other objectives 
sought through high raarginal tax rates. Ksnce/ the benefits 
cf tax evasion are relevant only in relation to costs of 
evasion and, in the face of low costs, which are virtually 
negligible even at low tax rates, oh ere is likely to be 
substantial tax evasion in a relative sense. 

That is to say, given low costs of tax evasion, 
high level cf tolerance cf it, the skills at tax-evasion 
and easy and plentiful availability of devices for the 
purpose, the gains to be compared by paying or evading 
taxes 'would only remotely relate to the rate of taxation. 

The size of the gains from evasion are attractive oven at 
lov/ rates cf taxes,' because compared to the volume of the 
gain, there are insignificant offsetting costs. Hence, 
it is naive to presume that the taxioayers compare existing 
tax rate with an either a future, potential higher tax 
rate or a pa_.t, actual rate, in order to determine the 
extent of tax evasion. As far as an individual tax payer 
is concerned, he is likely to treat the tax rate as an _ 
exogenous variable, independent of his behaviour x'egarding 
the extent c.f compliance vHth tax laws. The major 
consideration, based on e c-jncmic calculus, is likely to 
be a comparison between gains from paying and net paying . 
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taxes and the costs und risks involved in doing this rather 
than ccncerning the rate of taxation. Since in India a 
tax-evader is beyond a break-even point even at very low- 
rates c-f taxation (because the costs and risks are low)/- 
the tax rate becomes an* unirnpcrtant factor in the marginal 
decision about tax -payment or eva.sicn . 

In other vj-ords, the relevant marginal decision 
span about tax-evasion is not a narrow space sandwiched 
.betv.'een a certain rate cf gain (based on a certain 
tax-rate) and ei certain rate of loss (based on costs of 
tax-evasion), but stretches over a wide space covering 
■ many different ta5c-rates. Given the insignificrJice of 
the cost of tax-evasion, the relevant cernparison, at 
almost all practical tax-slabs and tax-rates, is betv/een 
the volume of tax-payment and its "saving*' if the tax 
is successfully evaded. ' This comparison is, for most 
potential tax-payers at most 'inceme levels, and at most 
:Of the tax-rates, in the absence of deterrent costs, a 
comparison unmistakably pointing to non-xaayment as the 
preferred or the desired option. Since the chc-ice does 
not involve- countervailing- risks and costs v/hich are a 
sufficient C'.:,unterw6ight, taxes are evaded not so much 
the --15381:3 -:;;df ; tax-r'ates(y butftn: ' tte -■ ■ba si 
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attractiveness of the vDlume of tax-evasien, which remains 
operationally significant even at low tax rates. 


Actually the major motivation cf businessraanj. 
following from considering tax-payment as an element cf the 
cost-structure/ would be closer to some ki.nd of minimisa- 
tion of tax- liability in its absolute vo'lume rather than 
to minimise or reduce black incomes by concealing a lower 
amount cf incomes in response to lower tax-rates. The 
latter can become an imioortant criterion in their 
calculations if the costs and risks associated with tax- 
evasion v^ere significant. Thus in the present Indian 
context/ it may be suggested that it is unlikely that the 
tax-evasion and black economy operatic: ns derive - 
significantly from the cbtaining tax -rates, which in any 
case are not as high as they appear ■;« the surface owing 
tc a large number of deductions and exemptions which are 
permitted. In fact, since 1974-75, the tax -rates have 
been sizeably cat in India, though there is nc evidence 
that the black econcmy operations and tax-evasion have 
cane down. 



A good many official studies have supported the 
above view. The Direct Taxes Administration Enquiry 
Ccmniittee held the view that the tax rates by themselves 
are not to blame for largascale t ax-evasion in the country. 
The Working Group of the o».dministrative Reforms ccmraissicn 
on Central Direct Taxes ..-idministrati on (Op. cit ,^ p,108) 
maintained that/ "A study of tlie figures cf detected 
concealed incomes shows that at least in India/ an 
increase in the rate of taxation v/as not follov/ed by an 
increase in the tax-eveisicn nor a decrease in the rate 
has brought about a higher tax responsiveness." 

In view of the cihove/ it is important to attempt 
an examination of the factors which might have swayed the 
Direct Taxes Enquiry Conmittee to the position that black 
incomes are closely related to high ,^'ates of taxation. 

It said/ "we are convinced that high marginal rates of 
taxation are a powerful contributory factor towards 
evasion in as much as they make the fruits of evasion ao 
attractive that a less scrupulour person vrould consider 
the incidental risks worth uaking." (p.l9). The main 
argument given by the conmittee relate to "disincentive 
to productive effort and higher earnings" produced by 
high marginal rates of taxation,. In so far as the equity 
effect cf such high rates 'is . concerned/ the conmittee 



v/as of the viev; that tax-evasion nulifies this effect. 

This view, apparently is based on the conviction that . 
high marginal tax rates cannot be anforced effectively. 
Hence/ the equity argument for high marginal rates of 
taxation, according to the coiruttittee, does not stand in 
the way of its plea for lowering theiTi dov<rn in the interest 
of . higher tax resjp'Onsiveness. 

The argument making compliance v/ith tax laws an 
inverse function of tax-rates is not the same as the 
argument malcing highar tax responsiveness (in terms of 
total tax revenue) a function of lov;sx“ rates of taxation 
(through the inceritive effect on the supply of efforts, 
savings and enterprise) . VJhile the former relates to 
concealment/non-concealraent of the incomes eam ed f or 
tax purposes, the latter refers to t'/e level of earnings 
in response to incentives/disincentives produced by the 
structure and level of tax rates. Even if it is granted 
that lov/er tax rates provide: a spur to higher earnings 
and thus expand the tax-base, leading to either less than 
proportionate reduction in tax revenue or even an increase 
in tax revenue, it is not the same thing as reduction in 
tax evasion. Out of the higher level of personal and 
business earnings associated with lower tax-rates, what is 



going t'o be the propGrti'on of inc ones which is going to 
be dfeGlared for thx' purposes is a separate question,, 
which we have been depends not only on tax-rates but on 
a Gonjuncture of many diverse factors. , .These factors 
apart from tax-rates include costs and risks of tax 
evasion, form and source of inccme receipts, political 
and administrative level of tolerance of tax evasion, 
availability of devices for tax evasion and methods and 
prospects for the use of evaded incomes and wealth. 

^ ^ ^ ^ ^ is misleading to treat the incentive 

effect of tax-rates as identical with its impact on the 
I^ropensity to evade and the capability to evade the taxes. 
The Direct Taxes Enquiry Committee seems to have mixed 
up these two issues. In any case, it may also be mentioned 
in passing that even the presumption concerning the 
incentive effect of reduced r a. te of taxation is not so ■ 
cai'taln as it depends on a host of other factors like 
the weightage of tax rates in total cost stmcture, 
generally available and acceptable rates of return, . 
geneial state.- of the econcmy, effect of other public 
policies, particularly on business prospects, etc. 
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The cont.ribut.ion Ox. higher tax rates to tax- 
avasion is, .at best/ marginal and . a lot many other 
factors may easily outv»?eight its effect. Still, one 
comes across this argument being made very frequently 
and very pov/er fully. This gives one soine reason to 
suspect that it is mors a lobbying ploy than an argument 
seriously concerned vjith . curbing the scale and intensity 
of the black economy operations. If higher tax rates 
were leading to more tax evasion, then, leaving aside a 
probable bad cdisciance and the costs of effo^rts at 
tax-evasion, gentraliy, the higher incoire groups should 
end up vvith being better off with higher tax rates, than 
they would be with lower tax rates. More particularly 
so, if lower tax rates v/e re to lead to higher tax 'revenue, 
v.-hich may mean lovj'er post-tax incomes to the tax payers, 
through net necessarily if , the incentive effects are 
positive. If the higher tax rates were really not causing 
much tax-hurt to those 'whe are potentially subjected to 
these rates, one wonders why such concerted propaganda 
and lobbying against the policy of high marginal - ^ 

rate of taxation]' 
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In sum/ the importance given to high tax rates 
in the aetiology of black incaries it disproportionate/ 
misleading and perha.ps motiveted/ parti eularly f ran the 
point of viev/ of relegating other/ more effective factors 
to the background. 


Let it be remembered that controls and taxa'tion 
are thus the standards v;ith reference to which incanes 
and activities are labelled ‘black those incanes which 
arise by violating and/or evading ccntrols, and/or taxeS/ 
beoeme/ i pso fact o, ’black’ incemas. There is a certain 
legal frarnev/erk in e very society v;hich dcifines non- 
permissible or illegal activities. It is illeqical 
to hold the laws governing eccnonic activities thanselves 
as copstitutinQ the reasons by people violate or evade the 
laws . However, the nature of such controls and taxes need 
to be examined if either there is a v^idespread violation of 
the laws or if they are found to be suffering fron poor 
enforceability. From a social point of viev/ th--. re may be 
an impeceable case for trie enactment end enforcement of 
certain ws .end controls, yet there may be strong forces 
operating at an individual level for their evasion or 
violation ana this fact, by itself, may make enforcement 
a toivie affair. 
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Such a lack of liaxTFiCny in the legal (or control 
and taxation) sphere betveen. the social and the individual 
perspectives becomes a factor making for illegal or black 
incomes. It becv.mes particularly re levant 'when the 
individual pex'spscti\e may be based on fairly strong 
objective factor’s like the rules of games inherent in 
an economic system in its historical specificity, like 
the comparative structure cf rates of return cn property 
and inves-cments, extant of relative scarcities for various 
goods and servicess, the relationship between the state 
and business etc. 

Specifically in the present Indian case, the 
operation of market forces, net confined to the strictly 
eccncmic sphere, b’ut extending to' politics and government, 
makes many laws concerning eccncmic regulation, controls 
and taxation, nearly a dead letter, as also enfeebles the 
machinery for their enforcement hnd implementation. As a 
result, the actual cutccmes of -the eccncmic x-^^rocesses is 
sharply at a variance ficm those intended by the stated 
policy f raiTiev/orks . If such a situation is not found 
acceptable and is intended to be changed, there ore two 
major options: either to whittle dov/n controls and taxation 
to bring them in confermity with 'VJhat the’ market forces 



tolerate/ and allow in actuality, (.•r> to bring about seme 
changes in the s cope, intensity and pc-wer of market forces 
sc that they become responsive to public control. 

The intermediate options of doing semething about 
more effective imp lementaticn, forcing seme nev^ and additio- 
nal means of iiaplementation and sharpening and redefiniti.on 
of controls and tax laws have not been entirely exhausted. 
However, in the face of the basic econanic forces, the 
scope fer such intermediate arena ,for increasing effective- 
ness and reducing the wide chasm between the social and 
individual perspectives is limited. 

However, under the prevailing socio-political 
parameters, the major area in which short-turn corrective 
acticn may be initiated lies in the intermediate, zone. 

For one thing, not much has been done in this field. 

Second, in the face endangers that the social perspective 
may be revised downwards to square better with the market 
and individual perspective, it is a positive achievement 
if the core of the social perspective may be retained end 
realized more effectively, , Then, a fairly conprehensive 
set of measures, within those, parameters, through sustained 
and successful implementation brings about 'some lohg-run 
forces and processes capable of giving a bettor fit between 
f hb-pocial: mp^rkef pprs^ 



Therefore^ vie reject the “remove ccntrcls-reduce 
taxation" scholl as naire, misleading and motivated. On 
the ccntrairy, we postulate possibilities of redefining 
Cl ntrcls and tax~- lav/s in order to reduce the areas of 
wishful thinking and devise sets of measures consistent 
with the objcsctively feasible scheme of contx'ols and 
taxatic i. 

?my schQTie of public intervention v/i 11 comprise the 
following elements ~ objectives (short and long-run/or 
tactical and strategic)# control variables, instrument 
variables, 'wDjects of control and agencies, sub-agencies 
and mechanisms of control. Being composed of these 
elements, a scheme of intervention (whether a policy, or 
a tax or subsidy proposal) relates in various \^’ays to a 
large number of variables, processes and instituticns in 
the eccncrny, o*.s the design of the intervention ( a 
specific combination of the qualitative and quantitative 
dimensions of the five elements listed above) is expected 
to operates in a particular manner, it is based on certain 
assumptions about the inter-relationship among these 
elaments, severally and ccllectively, and c ertain assump- 
tiens abc-ut the relationship of these elements with various 
elements in the- rest of thie econorn If the elements in 
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the rest of the economy wh'lch ere outside the direct 
control Sphere are more importent : than the elements in 
the policy design or if the former behave differently 
from the assumed behaviour, or if their behaviour has 
not been t^en into '■account, the policy design is, to 
that extent, defective and may diverge the policy-outcomes 
from the policy-design in m.any unpredictable and unexpec- 
ted X'?ays» An analysis of this kind indicates the possibi- 
lities of successful adopting various controls, the 
eictent to which various p rocesses are control able and the 
specific cuanges in the policy design in order to give • 
it a direction and a thrust. 

A scheme of controls must be subjected to such an 
analysis, Scch a scrutiny of various already instituted 
and intended policy m.CcSures may show that simply on 
account of the social and pclitical pressures for a certain 
set of objectives, their instituticn by itself cannot 
ensure their suecess. The conpatlbiliti^ of verious 
interventions with the general processes operating in the 
economy and the general, role of the objects of control 


must : be C2X amin ed, 
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For excmpla, vc.ry high marc^inal rates of taxation 
may be required on acco-ant of the objective of equity. 

But if the fiscal instruments of equity are not made 
commensurate- v;ith the role o f p rivate savings and 
enta3^rise, then the existence of both possibilities and 
means for private savings and enterprise to e>cpand will 
tend to frustrate the orcessive reii-ance on marginal 
rates of taxation. such tax rates can curb p resent high 
incomes/ provided the future avenues for the use of. such 
incomes and savings are blocked. It iirp lies not only a 
redefinition of tne role of privet a savings and investment, 
but also effective expenditure/ wealth and inheritence 
tax in order to blunt the will to evade and block the 
avenues for the use and multiplication of undeclared 
incomes. If private savings and investmients can he, and 
are sought to be, encouraged, without auay ceiling and one 
can undertake any level of e^ipenditure, then one provides 
every conceivable incentive for the defeat of the high 
m argin al r ates of t a>: atio n . In f act/ i f th e inp act o f su ch 
processes on the political processes are taken into account/ 
it bscomes clear that such high marginal rates of, taxation 
ai-e tolerated mainly because they are non-operative. To, 
assume that such tax-rates can be enforced in such an 



economic envirc'iiment through acSministratlve- legal 
piDcesSGs is to misread the nature both of the economic 
ejid administrativs-politiccQ, processes^ 

The general cons ice raition which derives from the 
preceding mode?!, is that the policy pre^ cess os as they are 
likely to operate in an economy must be analysed in order 
tvO judge the prospects for the intejn/entions to proceed 
according to their design. If it allows mc-re powerful 
forces to eperatef v/hile attempts to control some. peripheral 
or ccnsequ.ential aspects^ the objectiva logic would; in 
ccnjunction v/ith the public intervention, change the 
form of the operations (like driving it underground or 
mal'cing it more into a separate 'black- or unannounced 
circait) . Thus controls and in terv ntions cannot be 
judged sinply by their obvious, announced intentions or 
or some a priori tendencies. Just as the abolition of 
Gc-ntrols and reduction' o f marginal rates of taxation cani^t, 
by themselves, reduce black in comies alongwith producing 
the results which such interventions intended to produce, 

(or without sacrificing the results sought through controls) 
similarly continuing v/ith the interventions or multiplying 
then would serx'-e no purpose but to v/iden the gsp between 
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intentions and actual outcomes « . A rea3.istiG dual test of 
rriaking the controls internally consistent and excernailY 
sti■ong enough to counter the general tendencies built into 
the system is an essential precondition for a significant 
reduction in tha size and significance of black operations 
It. will have the added advantage of racking the system .look 
vtat it is rather than carry a lable vjhich is but a 


smok es creen 
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.1, As an example of how indirect/ price nechanisrii bcised 
controls fail to reduce or eliminate smuggling, it has 
been argued that “if black mar keu transac tions in iora.i ^ 
currency, is tried to discourage by resorting to an 
upward adjustment of the.- official price of foreign 
currency, then it is unlikely to succeed in tha Indian 
econ-emy because in India- the profitability of smuggling 
will alv/ays ensv.ire profitability of the black market 
operations in exchange and imrsorted comraodities . ” 
(Sunanda Sen, “Smuggling, Exchange controls and Indian 
Economy", Economi c and political Weekl y, Februciry 1975 
(Annual Number pel26) . According to her., “the magnitude 
and the significance of the problem is .likel.y to bo 
much smaller v/hen the Stats can control more ef fectivc .ly 
ti ie roots of the evasive proces s - in particular when th 
state controls more ~effect±vely the distribution of 
income which V'.dll take care of the blacK m-arket demand 
for the smugcf.led items," (p.216) (emphasis added) 

2, Perhaps it is on account of such factors that it is 
maintained that, "A corrupted mixed econemy is not 
likely to be refornied by measures vihich tend to take 
it back to a market solution, (Sunandc-. Sen„, op, cit .' 

P<.216) 

3, An extreme form of argument denies both the prosr 
of successful controls as also the possibilities of 
removal of control from trie system a As sunanda sen 
argues, "The failure of the government 's recent dri%^-a. 
to curb smuggling is illustrative of the self -defeatiug 
nature- of controls in partially planned economy 
Attempts to control such evasion chro^gii a 

of the instruments open to the State in a mixed economy 
are not likely to meet vdth much success unless ''"he-: 
reformis are extensive enough to change the character 
of the state itself," (Ibid,.. p,2C5) 

The above fund^arnentalist view' seems to take a 
naive, one-dimensicnai view of the State, in as much 
i:;;! :r:::;:as::it):faidsj-tq;,decogni:ser^ affective;;/ 

;/.;;;;g;;:wcontro:ls;;;;,/d>tM'Out;:;'h;ece;ss:arr :thb;;;eharac:t-er- 



the State in its essentials. In other vrords, it rules 
out scope for changes in economic pol ,cy contributing to . 
change towards the character of the States v^hich must ccms 
about through purely non-econoraie (political and other 
kinds of) actions. The intra-class contractions and 
conflicts, the need to give a partial, limited push to 
development, reduce" absolute poverty and impoverishment, 
etc. which argue a case for short term agenda of econcrnic 
policy and priority changes are not recognised. Accordincj 
to this viev/ not only a private x^roperty mexket economy, 
even if mixed-, will continue to subsist undt--.r such crises 
and distortions, but except for purely non-econaaic, one-blov; 
(non-reformist) methods, there are no v/ays of dealing v/ith 
such crises and distortions. This perspective may be „ : 

appropriate under certcan specific, restrictive set of 
circumstances. Hov/ever, in my vie vv, presently v/e are 
far froTi such a situation. Hence even if controls are 
"extensive enough", are internally consistent and are. , e 

relatively strong in ccmparicn to other objective forces 
operating in the system, they, may make the economy perform 
better, not only in a narrov/ sense but also in a . broad sense. 

4. This often-advanced argumr~nt is generally based on the 
pjroposition that the higher is the tax r-ats, the stronger 
is the incentive to reduce the tax base by concealraent of 
the base. As Kaldor, N. wrote, "India,, like most v/estern 
countries has been in the grip of a vicious circle as far 

as progressive taxation is concerned - evasion and avoidance 
by cutting dov?n potential revenue, lea to higher nariinal 
rates of taxation and this, in turn, to further evasion 
and avoidance and still higher rates. It is a vicious 
circle of charging more end more on less and less." ( Indian 
Tax Reform; Report of a Survey . Newr Delhi, 1956) p.S, 

5. Reflecting such an attitude in the extrema form is a view 
which maintains that "On the presumption that avoidance is 
inherently evil and that the needs of revenue are iDaramiount, 
.anti-avoidetice has become an instrum^^nt for the erosion of 
law and for the stimulation of totalitarian attitudes and 
practiGes. If it is an evil at all, avcidcince is a minor 
one. iinti -avoidance has becavie e riiajcr one" (Shanefield, 

. i". • , * 3 84? ) . 
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6. 'This implication of the proposition vjas sharply 
pointed out by Desgupta, ii,K. ("Tax Concession as 

a Remedy for Evasion", Economic and Political Weekly , 
Vol. IX. No. 22, June 1, 1974 (pp. 875-876) in a 
, c craiiierit on the reduction in raarginal tax rates in 
1974-75 Indian Union budget. He wrote, "while at 
97.75 percent to tax is paid on ths marginal slab 
by the highest income earners, at 77 percent they 
, will be induced not to conceal their income and. 
at least 77 percent of it will be in the ' hands of 
the government", (p.875) 

7. As Dasgurita, A.K. (Op. cit. p.S75) say# "tax evasion 
is a. propensity born of greed. Like any other 
propensity it is restrained only in so far as the 
person having re-course to it has to pay’ a price. 

A tax svadt-r runs the risk of being detected and 
launished. This risk is the measure' of the; price fhcit 
he pays for the gad n that he derives from non-paynent 
of his dues. He would not ccnsidor it worthwhile 
taking the risk if it v/ere hig’her than the amount 
he is called upon to pe.y. " If the p'robability of 
detc:ctlcn were one out of every 10 at attempts, the 
minimum penalty should be at least more than 10 times 
the tax evaded. 

8. As Balbir Singh ( Op. cit . p. 263 ) says, "Lovjering the 
the rate is no guarantee of eliminating tax evasion. 
Hhatcvvr the ta-x rates, they vd 11 have to be 
implemented effectively" Gandhi, Vedp., has shovm 
by ariipiri cal verification that the inverse 
rela-tionship betv/een income tax rate and the inc cm a 
tax base does not appear be true for the coiapanies. 
Op. cit . P.139. 
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Un e erthlnq Black Incomes end Wealth 

■Unearthing of black incoines and -wealth is one of 
the major steps for controlling illegal undeclared economic 
activities* Designing policies for this purpose requires 
an understanding of various forms in viaich such accumulated 
black inoDmes are held. 

Our eJiposition on the character of the black 
economy p HD ceeded in terms of simple black incomes 
compound black incomes/ and Pj^litic al- administrative Black. 
Incomes', ■'-^hich are a current income flow in the economy. 
Hov;ever, the compound black incomes are connected with 
the accumulated stocks o f black incomes covert ed into .an 
asset porto folio yielding current blsck incomes. This 
classification of bl'ck incomes/ linked up with certain 
distinct processes, not only recognises the conventional 
distinction between a stock and a flow that but connects 
the flows and stocks in a feedback rel at ionship '.with each 
other. 

It goes further in another sense. The incomer- 
yielding character o f black asset- hoi dings in association 
v/ith the fiingibility of blacdc as set- hoi dings in. association 
with the fungibility of black incom.es retained in the fcrm 
cash balances, points to the many, inter-connections between 
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the blaclc and the legal segments of the economy, i^ddi- 
tionally, by the separate categorisation of political 
administrative black incomes, the nature of the black 
operaticns linking up the real and circulation spheres 
with the control sphere is highlighted. 

It follows from the above analysis that the inter 
Penetration between the black and legal economies imarts 
to black incomes and wealth, forms which alternate between 
money and physical goods of diverse descriptions ranging 
from cciiuTiodity stocks to intermediate and capital goods, 
'That is to say, thcire is a circuit of black flows starting 
from BH (black money) and ending up ’with BM. The process 
of circulation of black money defines the size, frems and 
consequences of the black sector and its relationship 'vvith 
the legal economy. 

It can be seen then that apart from a part of - the 
accumulated black Vv’ealth wtiich is kept in the form bf 
cash-balances on account of security and speculative 
motives, there -c:re also black cash— balances in the system 
on account of incoine and transactions motives. The major 
difference between black wealth kept in the form of cash 
balances on account of speculative cind security motives 



on the one hand and .Jlnccme and transactions motive on the 
other, is that v*iile the former are generally without a 
counterpart of physical goods (except gold, jewellery, 
precious stones, etc.) the latter are const.antly used in 
the process of buying end selling or acc-umulating and 
de-cuumulating stocks of goods. 

It means that the holders of black wealth in the 
form of cash balances continue to move from goods into cash 
and from cash into goods. At any given movement of time, 
then a part of the black wealth kept for speculation in 
money and capital markets and for security is not the only 
monetized component; even fox the transactions financed 
cut of black income ac cumulations, there is a cash 
counterpart which moves v/ith relatively greater velocity. 

In fact, to the extent there is prevalent the practice of 
under-and over-invoicing in legal transactions, thero is 
floating in the system in the form of cash a certain amount 
of black wealth. In other words, sixice a large number of 
transactions in the economy f cm a part of the black 
economy,, its 'working capatal‘.in the form of cash 
circulates in the system-moving from goods into cash and 
vice-versa. It means that effectively the total amount 
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of black money in the system is much more than the amount 
amount hoarded in the form of money. fact/ since black 

incoiiies are also entering the banking system in the form 
of fixed deposits and deposits in savings accounts opened, 
in the name of minors/ and benamiS/ (fictitious and 
undeclared accounts)/ there is another licruid form in 
which black inccmes can be found. 

Thus the quantity of black money in circuiatioa 
may be sizeable at any given moment of time. This does not 
follow from the fact that it is difficult for black incomes 
and wealth to take 'visible' forms as the black operators 
supposedly cannot afford to hold visible financial assets 
(as suggested by Sundaram and Pandit/ Op.cit. pp. 145-147). 
hs we have suggested/ a good part of accumulated, black 
incomes are found in the form of cash owdng to its use as 
working capital to finance wholly or partly black transac- 
tions. Even in visible finanoial assets like bank deposits 
and shares, a not inconsiderable amount of black incomes 
are held. There has also developed a marked in the black- 
wealth financed financial assets - both visible and 
invisible (fictitious lous and havalas)/ which also 
necessitates recourse to cash ba.lances, . 
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It is true that a good part of accumulated black 
incomes find outlets in real estate and iraraovables , Gold^ 
silver, precious stones arid jewellexy are also strong 
contenders for the use of accumulated black Inccmes. Such 
forms are not adopted simply because of convenience of 
concealment and capital appreciation. There has developed 
a ready market in these assets and a combination of 
security and pecuniary gain motives impel transactions in 
these assets# particularly in view of constantly rising 
trend in their prices. Thus real estate and precious goods 
use of black incomes and wealth does not lead to curtail- 
ment of the role of money by an equal amount for many 
reasons. For one, there has developed a ready underground 
market for these assets. Second, the supplier in these 
markets conceal the bulk of their inccmes hold then in the 
form of cash and operate at an under gound level and 
lastly, the newly emerging flows as well as accumulated 
black incomes are constaritly used for buying these assets *■ 
That is to say, there is a certain amcunt of money circula- 
ting in the black markets for real estate and bullion in 
which whole some moves into these goods, other move out 
of them, ■ ' ' : 



‘Therefore, it can be concluded that irrespective 
of inany forms in vjhich black incaaes and wealth are 
unverted., there are sizeable quentities of raoney floating 
in, the black economy. This fact underlines the important 
of demonetization of higher denomination currency as a 
means for unearthing as well as cancelling out a good 
part of black incCTiies. 

Demonetisation of high denomination currenty 
involves derecognition of such currency as legal tender 
and replacement of those parts of the cancelled currency 
by legal tender as can legitirnatsly be accounted for. 

Thus. all the unaccountable mcney held in high value 
currency notes 'become null and void. It is misleading 
to, presume "that holders of such liquid assets v;ould 
prefer to present only a small part of their currency 
holdings for conversion" (Sundaram & Pandit, Op.cit. 
p.l47) ^ . It is, not a matter of preference at all, but 
only of. possibilities . All the amount which in various 
.ways can be shown to be a part of the legally held 
cash balances, v;ill be presented for conversion into 
legal tender. Our judgement about the forms in which 
black incomes and wealth exist and circulates in the 
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econcmy indicates that the proportion in the foiro of 
cash and particularly in the form of currency notes of 
100 Rupees^denornination is going to be quite significanti^ 
Despite the best possible manipulations resorted to by the 
black operators^ the penal demonetisation move is likely 
to cancel and imMObilise a rather sizeable part of black 
incomes and vjsalth. Moreover/ loss of such liquid funds 
will tend to curtail a good many compound black income 
operations. Ht..nce the impact on the economy will be 
through a sum which will be a multiple of the amount 
cancelled as a result of demonetisation. 

Many limitations of demonetisation are pointed out 
fron the point of view of its incapability to do away mth 
the problem of black incomes altogether. Given the nature 
of the phenomenon/, it is difficult to think of any single 
measure which can take care of the problem in its entirely/ 
i . e. / not only unearth and or nu llify the entire volume of 
existing hoardts of black inccmes/ but prevent its further 
generatiGn, Thus it is not particularly reasonable to 
apply such a high test of effectiveness to demonetisation. 
In any case/ a considerable reduction in its volume and 
control over its proliferation is both a significant 



objeGtive^ and something likely to be sought and capable 
of being achieved. ■ 

Therefore^ the limitation on demonetisation arising 
from non-monetary form of black incomes and wealth and 
conversion of cash into such non-monetary forms as a 
result of anticipation of demonetisation (see, Sundaram 
and Pandit/ Ibid .) are insignificant and irrelevant. 

Since the majority of the suppliers of non-rnonetary assets 
are also indulging in black deals at the time of demone- 
tisation some vrauld be found to have moved into money and 
would be penalised vis-a-vis those who have moved into 
goods. In any case/ demonetisation will reduce the 
demand for such assets and curb the generation of black 
incomes. The point/ then, is to compare demonetisation 
with any alternative instrument available to a controlled 
private enterprise, market economy. On. this criterion, 
there is hardly any other equally potent instrument which 
can Knock out such a good deal of black wealth in one 
blow. 

It has further been suggested that since presenta- ’ 
tion of olack money for conversion attracts the attention 
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of inccrne tax administration/ kncwcking out the stocks of 
black wealth also reduces importcint sources for generating 
the flow of black incoraes. It is surprising to find that 
such an eminently sensible argument has been qijalified by 
making presentation of black money of derecognised demcnina- 
tion for conversion an optional choice on account of 
letting their black character outj If demonetisation is 
not administered for undoing evaded taxes and incomes 
thus concealed/ it has no other rationale i To the extent 
"the holders of black wealth are unlikely to come forward 
and present any significant part of their currency holdings 
for conversion” ( Ibid/ p,148)/ the policy of demonetisation 
is successful. And the greater the irapounding of the stock/ 
the greater is the curtailment of future flows emanating 
from those stocks. 

It is net meant to choke the future flov/ of black 
incomes altogether/ but only to curtail such flows, not 
only thrf-ugh eliminating considerable quantities of black 
v/ealth but also thr'.ugh the psychological deterrence it 
generates. In f act, being a penal measure/ it reduces 
the actual realized rates of return. 


In this v;ay it heljjs 
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a dov-Tiwcrd revision of of realizable rates of return and 
strikes a blow at the basis of black income generation. 

■Thus to argue that "in the measure to which 
demonetisation succeeds in eliminating the stock of black 
liquidity, it would fail in curbing the flov/ cf black 
income" ( Ibid , p.l48) is either to raisundcrs tand the 
relationship between black stocfe and black flows or to 
posit uncalled for and over ambitions objectives for 
demonetisation, like curbing the future flov/ cf black 
incomes altogether. 

It may be suggested that since the basic forces 
and pr.;cesses generating black incomes, are left untouched, 
will there not arise a need to go in for dem-^.netisation 
again after a couple of years? Can such a drastic step be 
resorted to sc often with.:ut seriously undermining public 
ccnfidence in the currency? Given the basic framework of 
a controlled private enterprise eccni-m-y, the p’hencmeni..n 
of black incomes and wealth is likely to assume over a 
peri-od of time cf say a decade or even earlier disturbing 
prcportiuns even after a demonetisation has been attempted. 
A set cf other measures designed to curtail the genera- 
tion of black incomes, can. slow down the process, and 
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•thus df. lay the need for a subsequent round of demonetisa- 
tion* In fact/ a periodic recourse to demonetisation 
will go a long-v/ay/ thrc. ugh its penal/ deterrent effect, 
to bring about a dovjnviard adjustraent in the acceptable 
rates of return from savings/ enterprise and high- 
proficiency work* This vjculd weaken the tendency towards 
tax-evasion and unaccounted activities. 

The plea that such a policy perspective would weak 
public confidence in the currency is rather vague. To 
begin v/ith/ it admits, though indirectly the effectiveness 
of the measure to cancel illegally held currency. But 
v;hat does one mean by weakening of cofidence in, a currency? 
Vjould it mean that the store of value function of money 
vjwuld be discharged by means other than legal tender and 
people wculd minimise their cash-holdings, particularly 
in the form cf high dencmination currency notes? If so, 
wrhet is the extent to v/hich it is possible to find substi- 
tutes for mcney? Tc the extent, black inccmes are net 
held in the form of m^-ney caxaital, the processes of 
extended reprodueti on cf black wealth are v/eakened. It 
laay be possible that fearing demenstrati cn, people move 



cut of money cLt a very fast pace, pushing up the velocity 
of circulation. It is unlikely to carry this process 
beyond a point. But in generaly, in a modem highly 
specialised, exchange eccncmy, no general substitute for 
legal tend .^r money is likely tw be available. Ho^vever, 
to the extent savings are not hoexcled in the foonm of 
currency notes cmng to the fear of demonetisation, they 
would have to be converted into other financial or physi- 
cal assets. This would, in general, be a development to 
write hems about. To think that the weakening of confi- 
dence in official currency may lead to the emergence of 
unofficial, informal currency on a reasonable v;idescale 
is to misread the nature cf a modem eccncmy. Thus the 
cenfidenee argument can bo made only sc long as it is put 
in very vague forms, its clear exposition exposes its 
weaknesses rather vividly. However, it must be admitted 
that the step of demonetisaticn would entail seme administr 
tive costs and hardships and inconvenience to honest tax 
payers and ordinary citizens, while one may plead for 
minimisation of the costs and inconvenience, there is 
little else which is possible under the circumstances 

Thus for undoing the backlog of accumulated black 
incomes, demonetisaticn is a rather effective device,^ Its 



relatively lower political acceptability is an integral 
part of the problematic of the black economy and points 
to grovdng symbiotic relationship between the State and 
the lumpen capitalist classes. A choice against demone- 
tisation end for schemes of voluntary disclosures and 
Special Bearer Bonds (Black Bonds) indicates increasing 
accomodation shown to holders of black wealth. Not only 
'Were the schemes of voluntary disclosures ineffective/ 
but were also used for further creation of black incomes 
The scheme of bearer bonds not only rewards dischonesty 
but by leaving a negotiable financial instrument in the 
hands of the black economy operations/ provides an 
additional means for earr-ying on the black economy 
transactions. In so for as there are gains to be had 
from these bonds, the scheme tends to sustain the basic 
factor casuing black incomes/ viz the hiatus between the 
acceptaole (or desired) rate of returns and the post- tax 
rates of return. It marks a stage of a very high order 
of rautal acconTnodation and symbiosis between the State 
and business in India. 

^ not directed atten- 

tion to the role of direct and routine administrative 



GCtions like frecruent and effectively organised investiga- 
tions, surveys and searches to detect and penalise black 
incomes and wealth through seizures -and imr^risonment. 
Increasingly harsher measures/ increased scale of the 
drive at detection and mere severe social, econcmic and 
personal penalties will certainly go seme distance in 
increasing the costs of tax evasion and black economy 
operations, A large number of suggestions and recommenda- 
tions, made by many committees and experts on these issues 
are awaiting specific action aimed at implementation* 

Notwithsta.nding the positive and desirable effects 
likely to arise from such steps, it may well be pointed out 
that such fire-fighting operations are subject to soma 
clear-cut limitations. The values, motives and drives 
operative' in the field of trade and industry which sustain 
the black economy cannot bey^^nd a point leave the political 
and administra-fcive spheres untouched. In' fact, the greater 
the severity of the administrative -political drive against 
the black sector, the greater are likely to be the efforts 
at coopting the former into the mores and modus eperandi 
of the black economy, IkriCe, the assumption that the 
administrative-political systera can remain for long outside 
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the ajnbit of the blac^v economy and can mcivs against it as 
a target of attack may turn out to be unrealistic beyond 
a point. On the contrary/ the tvjo msiy evolve methods of 
mutual accommcdaticn which may seriously constraint the 
effectiveness of the. adminiscrative legal steps detecting 
end inmobi Using black incomes and v;ealth. 

In sc far as the black incomes and v/sa 1th' circulate 

in the economy in the monetary form, sudden and swift 

demonetisation of currency no-tss of higher den omi nations 

aimed 

in the most effective step/at imboilising themf May be 
one has to resort to demonetisation again because it cannot 
claim to do away with the phenomenon of the black econemy 
lock/ stock and barrel <and for good. Such a prospect 
would be helpful in generating deterrence because not much 
escape from money is possible. However, it leaves the 
black incemes and v;eaith in nen-mcnetary forms directly 
untouched. To these aspects we now turn, ' 



As Bhobatosh Datte. "( Is damonatisation an af fective 
P,.ernedy for B1 ackMone^'? ■' ( Capital , January/ 1978. 
pi;;. 124-126) says, " If demonetisation is to prove as 
an off active rcrricdy for blade money, Rs.lOO notes 
shovild be dornonatised. This is so, beceuse, the share 
of this not. in total not.a issue is vary very significant 
(48 percent in May, 1977). This has been re coirso ended 
i 197 8 in th e unpubl i shed interim rePO rt o f the Wan choc 
Gornrni tt .;C on Di rect T yces . p.l2 5 (Emphasis added). 

Noting .a limitation of this measure. Prof. E. Datta 
wrote, "wtile tt is possible that a good part of, the 
cl eick cash is held in low denomination notes any attempt 
to demonetise Rs.lOO notes will be less justified, in 
1978 than it vou Id have been in 1970 (because in 1970 
Rs.50 notes did not come into a:x is fence) " Ibid, p.l2 5. 

As Ehobetesh Datta puts it, "the actu;’l conversion 
process associated with demonetisation will be inordinc?- ) 
tely Gcmplcx, time-eonsuraing and psycho logic al3.Y 
disturbing to the millions o f persons who i-^ill be 
involved." ( I bid, p. 12 5) . 

The issuance of Rs. 20 notes has partly eased the 
problari of ensuring the supply of altornativo currency. 

Ti" 3 problem may be further e-ased by opening tenporary 
bank accounts with chaque books for people surrendering 
donenetised. cui-rency no tais, especially in urban and 
semi-urban areas. 

The fact that the smaller currency notes have greater 
velocity of circulation suggests that higher denoEination 
nob^-s cire used more frequently far holding cash for longer 
periods. 

It h<as boon suggested that denomination can be partial 
(i.e. , for a fovi, high demom in ation currency notes) cr 
full (for the entire series of currency’" notes). See, 
Mohandas, M., Op . cit. p,14. To my mind, ' ful], ' eppnonetise- 
tion is costly, unnecessary (because black incomes x\dll 
still r&-6rnsrge), inconveneint and infeasible. One has 
not oome across any advocacy of such a full danonstisation. 



■ As M lcx'lm s. Adiseshie.h (Op.cit. p.54) meant 
"UnaccDunted rncnoy he^ now become so all pervasive and 
dominant in the eponomy, that the -painful ultimate remedy 
of danonetisation should be serionsly considered and 
sxjpported by all political parties in the interest of 
their survival and ell business houses engaged in 
legitimate business," ( emph asis added) . 
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Dealing v;ith Block Real Estate Effective Remedies 

Real estate, especially in •urb.an areas, but 
not leaving out the rural areas altogether, has come 
to be oonnected with the black oconomy in many different 
\veys. It is a very irrpor-tant form in vtiich accumulated 
black inoDmes arfc held. Such real estate provides ample 
opportunities for concealitient. In this vast country, 
one may o\m land and buildings in many different States. 
Flence, it is difficult to c?5ply a ceiling on the total 
number (or any other physical dimension) or on the total 
vaJ.ue of real estate property. It m^es the avasion^ofv 
wealth tax and estate duty easy. Then, landed property 
can be shox^?n in the names of minors, dependent3, non-- 
vxsrking vomen, other relations, not to i^oealc of outright 
fictitious nan es. The values of such properties can be 
easily manipulated tc meet the exigencies, they can easily 
be under-stated or over-stated. Then, real estate provides 
furthex' basis fcr using black incomes in lavish furnish- 
ing estc. 



Over md ahr^ve the ease xi?ith wiich investments 
can be mcade, conceal t3c:^ under/b vers tat. ed and 'kept out of 
the netwo* of taxation, theit also tend to give good 
financial returns. The financial returns comprise the 
rental incc:me as well as coital gains through cppreciar- 
tion. Since high rental. s are earned in the narae of the 
fictitious owners, or are, taken as a Ccpital.ised lump sum 
( "pugree") , they esc^e the tax net. Similarly/- the 
practice of registration of ^buildings and lands et lower 
values, v/ith thvs rest being received in undeclared cash, 
allows one to go in for transactions involving real estate 
vfithout attracting heavy -tax-liability. Such sales favour 
both the buyer and the sellar - the former is allowed to 
use h__s black wealth while the latter esc^es tax-liabili- 
ties. Thus, apart from the short ages- ridden l-and and 
housing market tending to push up real estate prices, the 
bl ack—incomes “fad dem and also contributes to the sane result 
The greater the rise In real estate px-ices, the greater is 
the attraction that blade incomes and v/ealth would have 
for real estate. It is well-kncv;n that urban real estate 
p .rices have sky-.rocketed in Tndis over the last three 
decades. It is an index reflectingfthcv grorth of the black 
economy. 
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Heti'iods of unearthing end penalising blade wealth, 
follo'ws, must include methods which can p loduce one or 
more of the following results v-;ith respect to real estate: 

1» detection of reel estate held in fictitious nanes, 

2. declaration of the cc-rrect sale price or cost of 
. aonstroction of houses, buildings and flats, 

3. declaration of the actual rent received on real 
estate and prevention of 'T 3 ugree‘ pavinents in order 
to evade tao-ces. 

4. disccuraige sinking of huge sums of blacl': incomes 
and wealth in I'uxury housebuilding or buying in 
order to use past black wealth and evaded taxes,, 

5. prevention of speculation in land and buildings 
and the consequent big spurt in reel estate prices. 

6. reduction o f the attractiveness of real est3t,e as 
a ferm &r holding stocks of black v;ealth so that 
such resources come into the open and aro used 
acQording to so ci al priorities. 

Considering the v-?lde sweep of the results sought 
to be achieved by interventions in the secto r connected 
with real estate, particularly in view- of its linkages 



with the bl ack. econoiriy, it will be difficult to conceive 
of any single measure which can yield the expected results. 
The Direct Taxes Sncfairy Committee (Op.cit.) suggested 
the fcllowing measures in this connection; 

a) ■ corrpulsory accfuisition o f immovable properties in 

cases where either sale deeds do not reflect their 
fair marbet price or where the oosts of construc- 
tion ere xinderstated; 

b) Ismendment of the land Acquisition Act, 189 4 to 
empower acquisition , o f immovable properties at 
prices stated in the last sale- deed if the 
property changed hands v;ithin a period o f one year, 

c) compulsory registration under the Indian Registra- 
tion 1908 of the sal e/t^u relics e of ox-mership flat 

v/hether through cooperatives or otherwise, 

d) rent control should be resti-icted to residential 

premises only, ^ 

under the stamp Act, the purposes fox' which the 
paper is purchased, must also be indicated as also 
the r4enies of the parties to the transaction. 


e) 
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The first rnaosure h.3S cJ,.reaGy been inplemen tad by 
the TcXetion Lews ( smendment) fictj 1972. It gives the 
tine sutho.rities the right to acquire properties exeseding 
the market value of Rs. 25,000 end undersold by more than 
15 per cant at their recorded prices plus 15 percent^ 
though its has not been extended to the understatement 
of the cost of construction. 

In vievj of the fact that despite nearly 30 
thousand notices being given by October 1980 under the 
above stipulation, only 16 properties have in fact been 
compulsorily acquired, it appears that this provision is 
mainly j.n the foirri of a threat against under registration 
of' vaj.ue 'rfhich has not actually been carried out to any 
reckon able ex 'rent. ( R epo rt , 1980- 8l ) , Ministry' of Finance, 
GOI, pp. 170-71) , 

Recvontly an ingenious suggestion has been raede 
that the intentions behind the mee- sure rnsy be realised 
if the right to enter into tr'Snsactioris in immovable 
property is nationalised, v/ithout involving transfer of 
p roparty ..to the State. : ( A Bhaduri, "Mainaice o f Black . 

Money: A feasible Remedy “ 1 Times o f I n d i a, 12 August ' 81) 
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It mraiiS that the private property in reel estate vjould 
be liniited; anybody wishing to buy or sell real estate 
■ssDuld have to do so through a public sgancV/ which would 
either come to know the prices at which the deals are 
strack or are ed lowed or would have to pley an irrportcnt 
role in determining the prices. Such an Involverrient of 
a public agency would do away v/ith the possibility of 
concealment or fictitious valuation and discourage 
sp ecul ative p rice spiral. The public agency, it appears, 
xCfuld be a kind o f a broker and presumably, meet its 
costs by charging such a biokeraga. 

This scheme has bean suggested as an alternative to 
nationalisation and ceiling on urban property. Not that 
these al tern etives are not likely to be effective. The 
point is that the],^ have bean castigated as either 
” fun dan en tali St " or "first best solutions" (which blome 
ev'-ferything on private property and hence fail to suggest 
anything non-utop ion end presently feasible) or somisthing 
for impltanenting v/hich no democratically elected governnient 
in India has pciver or political determination, because it 
■amount to destroying black money and the parallel eccnomy 
which sustain it ( Ibi_d _) . 




.A 
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I 
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To begin with, let ns look ea the operational 
.ties and inherent limitations of the suggestion, 
recognised that the potential buyers and sellers 
formally arrive at a private deal before they 
er. their intentions to buy and soil and there may 
a p ri'v^ate, undeclared component to such ''nationa- 
deals". The solution offered in te,rTns of actual sale 


•to those registered on a "first come/ first served basis" 
iiTplios ‘thcit it is net in affect a sale but actually an 
administrative all.ocation. 


Though the pricing processes, whether to be fixed 
by the public corporation, or arrived at by a competitive 
bidding, are not specified e.xc6pt rialing out a mutually 
agreed price between the buyer and the seller (the latter 
in effect, amounts tC' undoing nationalisation of transac- 
tions in real property), it is clear that it wall have 
to be some sort o f monopolistic pricing. Taking eway 
from the private parties the right "to dispose of or buy 
something entails taking avjey the right to arrive at a 
rraitually agresr' price between the potential buyers and 
sellers. In this situation^- lea-ving ou'b the question of 
•the pricing principle and procedure adds an unwartanted 
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degree o f vega en ess to the proposal. lb the ei^tant, 
allocation is suggesttf^ the terms of allocation are' also, 
self-evidently, determined by the allocator. This makes the deal 
lose the character o f a sale. 

II this nrach different from nationalisation? True, 
if one is not proposing to sell one * s property, no State 
intervention is invited. But taking over the right 
to sale end choice of buyers and irtp"' icitly , the terra 
of sale, the right to ovjn and hold property is also 
significantly eroded. The political pre-conditions for 
m airing such a move are’ not vastly differently from or 
much less fundamental than those ' involved in nationalisa- 
tion, The feasibij.ity of the proposed remedy on poli- 
tical grounds does not seem to be meaningfully '-different 
from that associated v/ith ceilings etc. If the analogy 
of the canalisation of imports- through STC is given in 
support of the proposed nationalisatio n o f deals in real 
estate, many acts o f n ationalisation, urban ceilings and 
land refcrms can provide different kinds of analogues. 

More irrportant are the ciLiestions of administrative 
feasibility of the proposed move and its iuipact on the 
■’bl^lck ’ eednbmy,' i;/Ml5intdinin;g;i;subh;lr g : ' 



sales and purchases/ allocations . and fixation of terms of 
sales leave' arple scope for subjective discretion and 
coriruption. Notification of the proposed sale in a certain 
area and cf a certain "type of property acquire the 

form o f an open bidding. Either it leads 'bo high prices 
like the high prices o f impo rted automobiles sold through 
the. STC or if lov/ and reasonable prices’ are fixed administra- 
tively/ it creates a source of tremendcus patronage/ 

'foich is amenable to misuse in many ways and for diverse 

considerations. The dampening inpcct on speculative 

and 

holding and- sales ^aurchases are a function of prices and 

may survive through krci-v'n end widesp read'malpractici.s like 
presenting a sale as a 

<£transfer of the right to use through pov/er of attorney/ 
which is wddely used even nov; in the case of scarce, 
allocated goods like subsidised public housing and auto- ■ 
mobiles. " ■ ' 

If the suggestion were successfully imp Isamented/ 
it will tend to discourage the future conversion of black 
X’/ealth into real estate and future sp» ecu lative dealings. 
■Fiov/ever, it has no means of touching 'the past acdu.isi- 
tions of real es'cate and destroying such black x-jealth. 
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Slnce offer tx; ssle invites loss of control and omership 
and. since fu.txire constnicticn o f such buildings is 
discouragod, the scarcity preniurn price on such real 
. estate 'vDU.ld tncrax-se. The hi atus : bstueaen the actual and 
legal ly permissible rates of retu.rn xvould widen. Since 
much Q f tha con cent ratio n o f wealth will survive and 
continue to grow, the eoccess demand for real estate will 
continue and e^cpand. All that vjill be ne.edad then would 
be new forms in wbdch such transactions are to be c3. inched, 
which sure enough the ‘who la? tribe of tax consultants and 
chartered acoant ants will e.:x>lore cand devise. It will, 
in the last analysis^ be vet another ineffective step, 
which has neither political nor cdrriinistr.' tively greater 
feasibility than the disc c.rded alternatives nor any 
aippreci able effectiveness in dealing wdth the menec?e 
of the bl ad'C economy. 

An alternative which can better meet the desired 
ends in so far as any single st^ of a policy-mix can, 
is to ensure chat the right to compulsorily pu.rchase 
properties at their understated purchase price or 
construction cost is effectively carried out. Presently 
such enabl.ing powers have bean incorporated in the tax 
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laws^ without setting up adequate machinery for the task 
or allocating resources for the purpose. By October 1980, 
out of some 34 posts, 8 have been converted to those of 
lAC ( Assessment) v-/tiich are the competent authority under 
the Act for acimini staring this provision ( R-apo rt 1980-81, 
Ministry of Finance, -Gove rnmient of India, Kev; Dalhi) . Not 
only that, but it is not clear >jhat is -fco be done with 
such Qorrpulsorily bought real property and v.bo will carry 
on the tasks. To ejcpect that the tax administration can 
carry on such an onerous and extensive task is not only 
to widen the scope of tax administration somewhat arbitrarily 
but also to grossly overestimate its abilities. In 
any Casa no estimate of the resulting additional edn’inistre— 
tive ' responsibilities seem, s to have been made, let alone 
the question of making any arrangements and previsions in 
this respect. Thus in the aJasence of any machinery, 
resources and modus operandi , the enactment of the enabling 
provision about oompu 1 so ry purchase o f under- valu^ed 
properties is an empty threat and is known to eveiy?-one to 
be so. It hcis been used only in a handful of cases 


far, 
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It is my contention that by taking the logical 
steps inherent in the already made decision to go in for 
mandatory purchase of undervalued properties^ a great deal 
of dent can be mads in the menace of the black wealth 
in so far as it has taken and tai-ces the form o f real 
estate. 

Based on the assuiiption that the tax administration 
is neither meant to nor has the it^sourcas and tsrpertise 
to go in for the task o f assessing acrfairing, operating 
and maiaging vast amounts of urban, serni-urban and rural 
real estate, it is suggested that let there be a public 
sector real estete corporation or a numbar of such 
corporations (one each for everg* tax administration zone) 
for oper - tionalissticn o f the provisions concerning 
undertajging and present purchase of under valued properties. 

The present law empoxvaring compulsory purchase of 
undervalued properties is verg? cumbersome, sloxv and 
ineffective. Its underlying assumption about the scale 
of deliberate undervaluation and the extent of undervalua- 
tion in spsoific cases appear to be only a tiny fraction 
of the actual scale and e>:tent. If ^propriate urgency 
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is attached to tha task of flushing out bl ack savings 
out of this sector and removal of distortion in the 
real estate markets, a large scale acguisition of such 
propcirties in a fev;, tirne^-bound, sv;ift moves is an ines— 
enable necessity. Given vairio us estimates of the size 
of the bl adt sector, the long period over v.’hich the 
phenomenon has been gathering strength and the role of 
real estate as a preferred form of holding blade wealth, 
it uould be simplistic, if one means business/ to go on 
with the sl.ow p ZD cesses enunciated in the present law and 
make a dent on the problem. It is common knowledge how 
difficult it is to prove in a court of law that the 
declared value of a property is not its fair market value/ 
particularly v;hen almost every property is similarly 
under- register ad. On the contrary, no tenant of a. natural 
law is violated in mandatorily byying up suspected under- 
ragi stored propierties cit a handsome margin of 15 percent 
vjithin six months of its purchase or construction. In so 
far as the need of the buyer/to make use of this property 
for genuine pu poos e is concerned, the first option of 
hiring it may be given to himi at the gaing market rent 
based on carrent market value o f the property. 
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There cen be some ' legel, technic-f 1 end administra- 
tive problam.s in implementing this suggestion. .A mandatory 
right to purchase such properties can , be given, it may be 
meintainedi^ under our law only to the government. If a 
statutorY corporation carrot be given such an authority, 
the purchases, under the advice of and valuation by the 
proposed corporation, can be made by the Direct Tasc 
administration. Evan the finances can be provided by the 
proposed Corporation. Subsecuently management and 
maintenance functions of such property, may be vested in 
the propo'sed rea.! Estate Corporations. The important . 
things are: removal of the provision placing the onus of 
providing undervaluation on the basis of fair market 
price on public authorities and setting up of an independent, 
expert machinery to deal with this inportant and administra- 
tively feasible provision. 

Just in order to- provide sqme initial ideas in 
this connection, it may be suggested that the proposed 
corporations can be set up with joint financing by the 
central and state governments, public financial institu- 
tions, including banks. With an investment of 'a siseable 
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surr, , let us sey, Rs.200/- crores, it can go about 
financing compulsorv purchases by a competent euthority 
of undervalued reel estate, v-rhather bought or freshly 
constiuicted on the basis of on assessment of their merket 
prices rriade by its team of expert, professional, valuers. 
These corporations v/ill buy, sell and hire out the buildings 
and lands they control. They may also make these properties 
available, at a price, for jjublic purposes. 

Sach oorporations do not nationalise anything; 
they just buy properties at prices declared by their o timers 
and thus penaJ-ise fraud and tasK-evasion. These corpora- 
tions will make profits by hiring out and resale. Thus 
no shortage will be created for any legitimate demand for 
land and buildings, provided a legal, full price is paid, 
disclosed end registered. 



The scope of activities of these real estate 
corporations can be determined in one of the two v/eys. 

If past uses of black v/ealths are to be penalised and 
destroyed and an effective move against the black economy 
and its eicpansion is to be made, the corporations may be 
enpov/ered to buy-up a3.1 the undervalued properties 
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(not necassarij.y at their historic el cost or v: cs 
decl ared at the time of their registration but even 
after adding e. reasonable end proportionate 
ascalation or at current -vc lues given in tax returns) 
registered over a period of, say, past ten years. But 
if the sights are set mainly on tha present and future, 
then the coverage of the corporations may be confined 
to cover p rop erties registered or built during the past 
two- throe ye airs or for the period for vjhich tax assessments 
are to be made or are open for assessment, 

foart from billing bl ack incomes and weal.th invested 
in real, estate, this move is bound to be deterrent and thus 
Close or narrov/ doun one -.roport^'int avenuO' for the use and 
reproduction of black incomes. To enhance its effectiveness, 
it may be essential to restrict the legal provisions 
concerning the right to transfer use by me ns of granting 
power of attorney. In general, this legal provision is 
defrauded for trsnsfer of the usufruct in cases where sale/ 
resale are legally prohibited. ' . 

iV- i where (sale/resale 

is to be resti'icted, it should be so defined as to include 
;(trans; feri G(t;;usag'e;:(by::/pTbans'3d:;f i:.atto rnj^. 
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of the fact v;h ether it is fov a p ecuniar].^ or a non-, 
pecuniary consideration; though the right to transfer 
responsibilities concerning the management of real estate 
in cases where the ovner cannot for a certain period of 
time discharge them; to genuine next of the kin or legal 
heirs may be loermitted^ 

The irrpact of the operations of such a corporation 
on the black economy vpiild be further strengthened by 
the sea-change this measure vould surely bring about, 

AS 3 result of the loss of attraction for these 
fonns of holding black wealth by the bl ack economy op era- 
tolrS/ the rise in the prices of land and btaildings is 
likely to become moderate. The social oonseguences of 
such a move are, therefore, self-evidently desirable* If 
a ceiling on an al.l- India basis on the total value of 
urban estates is aO. so enforced, it wall add to the exfeo- 
tiveness of the measure. Thus the proposed scheme offers 
scope for variations over time and over different places? 
it is not a rigid scheme, t; 



If demonatis ation is resorted to destroy the 
black money ci renal atinc in the economy and^ corrpulsoiT 
purchases o f undervelude real, estate by a public corpora^ 
tion lead to loss of blaci': properties, the total impact 
on th e p rocess o f unearthing and destroying black incomes 
and wealth may be considerable. These measures will 
v;eaken the drive for further generation of black incomes. 
In sum, for the present these two b'sic st^s can go as 
far as is politically and administr . tively feasible in 
the prevailing set up. 
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A Miscellany of Measures 

Since the banking system is also used on a fairly 
large scale by p«eople with black savimgs for holding such 
wealth, it is ossantial to deal v/ith this form of black i 
wealth, A large number of undisclosed accounts are 
mainteiined in different branches and different banks by 
people with blacic v/ealth. Similarly, undisclosed fixed 
deposits are al.so made in very many different names, i^oart 
frtxm earning handsome inteirest, it is safe and easy to 
hold the fixed deposit receipts. The funds with the banks 
also possess a good degree of liquidity, 

ip art fromi mi eking rep a^Tmen t on maturity by crossed 
cheejaes ■compulsory, presently seizures and searches are 
the only moans used for unearthing this kind of concealed 
wealth. It fppears that vigorous: effort are necessary to 
make banking accounts accessible and consistent with tax 
returns, Compxa terisation of infonnation regairding banks 
accounts and availability of these data to the t ex 
authorities, (who should cross verify th-emagainst compu- 
terised composite tax returns) may make concealment of 
dealings with banks difficult. 



Yet Encthar- innovative step for mal'ing concealrri-ant 
of dGalings with banks difficult is tc supplement permanent 
income tso accoiunt nurabers with' ' Central Taxes Pass- Books. 
These p ess books can carry the summarv’' details of one's 
aissessed income and wealth levels^, sources c, f incomcv major 
iterTiS of xvvalth, entries atout giftsnn-de or recei'oed, 
bank accounts v;ith periodic closing balances, fixed. depr;Sits 
with maturity dcotas, etc, Such pass, books can be made s 
compulsory document for registration c f a business firm, 
impart from tax aithorities .and bonks making entries in the 
Pass EciOk all other major deals like rriajor investments in 
real estate^ plants and micichinery/ purchase of sharoS/ 
debentures, etc, borrovnng end lending etc. ( according to 
levels specified for different income groups) must also be 
recorded in it. All bank accO'Unts with average balances 
accounting to a stipulated sum, say Rs. 5, 000 or Rs. 10, 000, 
must also be opened on the basis o f presentation o f such 
pass books and must be entered into it. 

Whatever benOTi or fictitious de^ls .such a 

Pass Book, may be detected through the regional and central 

coirputerisation of bank accounts above ai specified level of 
■■ avera.ge balances 

^nd their cross-checking against computerised tax r;;turn3. 



A number of studied recommendations made by the 
Direct Taxes Enquiry Committee are still awaiting irrple- 
mentation. (For details, see Gh^ter 2 and 3 of the 
Report, See a summary on pp.l67~lS2) . For exarrple, 
combined tex returns for income, vzeelth, gift end estcte 
duty will he3.p proven assessment and cross checking for: 
authenticity. In the ocnte>ct of e Pass Books on Taxes, 
such a combined return becomes all the more useful. 

Aii.ong the important measures suggested by the 
ommittee, mention may be made of the following: 

i) Public financing of poll ticcil parties and 
legitimate election .expenses alongv;ith 
provision o f proper maintenance o f accounts and 
their statutory" audit. Ceilings on individual, 
tax- deductible donations to political parties, 

ii) Control over entertainment expenditure by 
businessmen according to the criterion of 
furtherance of business and inclusion of guest 
houses in this category. 
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lii) Changes in provisions relating to penalty.. 

iv) A nuraber of suggestions concerning prosecutions 
of tax offenders, 

v) Strengthening o f tax intelligence end investigaw 
tion machinery. 

vi) Uniform tax on egriculti: ral incomes on par 

with other incomes by the Central Government; 

vii) Greater co-ordination between income-tax and 
sales tcsr authorities; 

viii) Compulsory maintenance of accounts at specified 
levels of incoma and longer p reservation of 
accp,unt books like ledgers end cash books; 

ix) Gonpulsory euditof accounts and specification 
of some important items on which the auditors 
should make a report. 

x) pj^war of survey and increased scope for surx^ey 
by income tax authorities. 



xi) steps for collection, collation and dissemina- 
tion of information; 

xii) Better, sustained and systematic coordination 
between banks and income tax department; 

xiii) Reintroduction of expenditure tax; 

xiv) Unifexm acoounting year; 

xv) TcX treaties v.’ith foreign countries ficr exchange 
of in fo rm ation rel ating to tax-evasion; 

xvl) fecial measures fisr checking tax evasion in 
film and construction industry, 

xvii) P cyment oJx)ve q specified level by crossed 
cheques or crossed bank drafts; 

xviii) Regulation of Hundi loans; 

xix) ImendiriSnts concerning blank transfer of shares; 

xx) Denial of Credit facilities to tax evaders. 
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A 1 arga numb.-'r o f s - h ave a.lso befen suggested 

for dealing v/tth tax avc-idanca (DTEC, Chapter 3) Action 

is still pending on most of the measures. A number of 

modifications 

these rri3rs-ares regu ire further study ,^.nd strengthening 
in order to produce desired results. Hov/ever/ they will 
initiate a clear-cut process of an offensive against 
existing bl ack wealth Ols well as the proeesses d f its 
continued, generation. 

However, these measures need to be supplemented by 
many- additional steps. In the following we discuss soma 
meeSuros which i.’O consider inportru'jt, v/itheu t o f course, 
claiming to aonstrcuct a. complete p ack age. 

The corporate sector is <an importint form of 
economic activities rep resanting a heightened form of 
soci clisation -o f the p rocess of production, me re p arti- 
a.'la-rly with respect to productive forces than wdth 
respect to soci-ol production relations. It is at its 
v/eakest in bringing about the socialis~t ion of the 
ownership of the me: ns c f production. A number of devices 
for social control and regulation of the corporate fom: 
of economic activities in their organise tional-managerial 
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aspects are a universal feature of the legal, system in 
every c.rpitalist economy. The corpus o f comp any 1 aw# 

CcpitaJ. issue control# laws regulating stock exchanges and 
share markets , etc, are a p art o f the legal systom in 
every market economy. 

These foxitis of public control over the social 
resources org-anissd under a coi'porate entity era inadequate 
to ensure that they are not used for priv-ate gain of the 
prom.otars# board of directors .and actual ma-nagers to the 
deteriment of the in t.;; rests of the shareholders and the 
general public# in violation of the lax^js permitting and 
prescribing the modalities of the company form of organisa- 
tion. ■ Auditing o f the accr^unts by independent and 
importial agencies is an import ent means to exorcise control 
over ooiporate operations. In India# the coripanies are 
statutorily rec^ired to get their accounts audited. 

Beginning with the Income-tax Investigations Cccumission# 
all the subsequent e>pert committees and commissions 
(like The Direct Taxes /krTmi^istration Enquiry Committee# 
Administrative Refoxrns Commission’ s W^gking Group '-nd the 
Direct Tgxss Enqi.i,iry Committee), ha.ve. recom.mended that 
coiTpxilsory audit must be extended to cover non-corporet e 



busin;-ivS£ £nd large .income earners. The Direct Taxes SncpirY 
Ckpmmittee want cyj auditing to be made mandatory ".in all 
cases of businass o r p i:o f es sion where the sales /turnover/ 
recaiots exceed Rs.5 lakhs or the profit before tax exceed 
Re. 50,000 " (p,47) . Ttvey further- recommended that "a form 
of audit report be prescribed taking due note of the manner 
in which documents, records, and books are maintained in 
the non-corporcte sector. " (p . 47) , 

While agreeing with the general proiaosition that 
submission of audited accounts will save the ta>c authori- 
ties from the tedious and time-consuming p ro cesses of 
scrutiny of accounts from many not so directly tax- related 
angles and v/ill introduce greater systematisation and 
uniformity in the accounts of the non- corporate business, 
one is unable to see much ^preci able reduction in the 
seppa fior tax avoidance/evasion sinply by insisting on 
compulsory audit. If a p cst-mortera examination by the 
auditors could ensure such things as elimination of bl ack 
incomes, the corporate sector should have been rid of 
this scourge j.ong back • 
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It is not difficult to see why cornpiil so audit ing 
by piofossional chartered accountants can go only a short 
distance in checking the generation o f bl ack incones and 
ensuring the maintenance of larger social or narrower 
share-holder interests in corporate activities* 

To begin with, auditing is largely a' formal 
scrutiny and does not generally go into substantive 
questions like the need and rationale o f a p articular item 
o f ep^penditure which is claimed to be legitimate business 
expenditure ( aiid hence is tax- deductible) or the rationale 
of apiirticular sale or purchase price in any transaction. 
Thus, by and large, such audit can neither ask questions 
abc)Ut the rationale for entering into certain transactions 
nor -about the terms on which the transactions are carried 
out, Kence its ability to stop or restrain manipulation 
with a view to avoid or evode taxes is considerably limited. 

There are other possible reasons v^y audit may be ^ 
of limited effectiveness in curbing manipulation of 
accounts with a view to evade / fe The chartered 

acauunts are chosen by the firms seeking audit and the 
miutually agreed remuneration is paid by the firms. The 



chartered acGountririts are privately practicing professionals, 
whc, like any other businessman operating on one's cvin 
accDunt, ',-aont tc ra ax In ice their rotiimSi The earnings of 
the C. A.'s, is q function not only of the rats of remunera- 
tion but, also of the numb “ r c f audit assignments they are 
able to bag. I’f'iile there are no rewards avail. able if they 
do a thorough scru-feiny, exposing manipulation of accounts, 
they may easily lose the contract in favour of a more 
pliable firm of accountants for this very reason. Then, 
the accountants undertake not only aridit functions, but 
( ste.tedly or otherwise) they clac perform -aviso ry func- 
tions on hoiA' to maintai.n and pr.:.sent accounts and do various 
other things in order to avoid or evade ta.xas end maximise 
net, pcst-pa;^ ■ earnings. In any case, the C.A, firms may 
thanselves hove^ a need to evade taxes and conceal earnings 
like any other business. Thus, there are enough a priori 
grounds to G>p)Cct the auditors to be in league with the 
tax evaders. 


A number of raids recently conducted on the firms 
of C.A. ‘s guvo o^n dence that many auditors are e p arty 
to the games of b] ack economy ov-^r-^.tions. The tendency 
to have a high degree of concentration of auoiv -.^signonents 
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in the hcincls of a small number of concams (see DTEC ^ 

Pinal Pv^port, p,46) irrprove the prospects of such collusive 
behaviour* The increasing popularity and prosperity of 
te-xation consultants and over new ingenious v/ays o f beating 
the tax 1 av/s they devise lend credence to the suspicion 
that auditing end taxation evasion and avoidance advice may, 
statedly o r unstatedly, go hand in hand. 

Thus it is clear that the auditing profession, 
structured as it is, will not be in a. position to contribute 
significantly to prevent ion of tax evasion ^/ihen audit is 
made mandator^" for the no n-corpo-r'- re business. Much depends 
cn who does the au dit ing, hew, o n whet cGnslderatlcns a nd 
for what ends. There is no rosson to attach any great 
significance to audit as such as a magic wand. 


t]b-v?evor, in refering to the collusion developing 
between 'the auditors and biisiness firms, no thing concerning 
the integrity end other related asp ects of the p? to, fessionals 
in audit is impTi’ac wh 1 ch m ay no t gpp 1 y to o th er p ro f ess ions 


and businesses lin on equ al o r even greater measure * : T^^^ 
point simply is that given the nature of business aid 
the basic factq.rs making for the genesis of the black 




inccr'ies, auditing of the kind prevalent .and the manner in 
v/hich it is organised, cannot , be expected to restrain 
black incomes# On the countrary, it add to it with 
legitimation attached as a super bonus. 

Givei'i the nature of the highly sensitive operation 
wtiich the auditors are called upon to perforra if aadit is 
to be used not as a m®re verification of the accounts in 
a focnal sense but as an instrument to detect concealment 
and inenirjulation and prescribe forms for maintaining and, 
scrutiny of accovints, it is clear that the conventional 
concept of audit and its prevalent private practice are 
no iTioans to attain these social ends. In the changed role, 
audit becomes a means of social accountability of private 
business to the extent such accountability can be ensured 
thr ugh expert scrutiny of private activities. It is self- 
evident that such social acGountabilitv role cannot be 
enforced' by audit itself organised as a private enterprise . 
Thus toth, a. different exsneept of audit and its nationa3.i- 
sation are on, essential precondition for the success of the 
attenpts at ejxpost content see-e'f-fTiy of accounts from 
the paint of view of ensuring social acCountui^n ^ f.y 
private business including, reduction in the scope for tax 
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evasion through window-dressing o f accounts. 

Introduction of such a concept and mechanism of 
audit are nev7 and as yet unexplored steps about VThich a 
good deal of creative Q>’pojrimentation alone can ensure 
results (spread necessarily over a somexliat 1 jngish perio-d) 
which are in ketping v;ith. the expectations. 

Improvements in tax: laws and their administration 
can also make some contribution to wa axis reducing black 
incomes and their p noli feration. 

Various tax laws contain provisions for prosecution, 
of the tax offenders. Sjcaxnination of the statistics in 
this regard reveals , that very few prosecutions have been 
launched after searches and seizures. Presently, it is 
the practice that prosecutions are launched after obtainimg 
the ^proval of the government /which me^ans that of the 
Minister concealed. It is suggested that vlienever 
la unching of prose cut ions are not approved by the Minister/ 
the reasons fo r the same should be laid b e fc) r e th e P ar li ce- 
ment, giving, inter- alia, the p articul ars of the tax 
offenders ar^d the miagnituda o..£ the tax evasion involved. 






There is no reason to give such decisions the protection 
of secrecy. 

The direct ts^es lavjs ( incoirie Tax Act and t^elth 
Tax Act in p airticul aur) contain provisions requiring the 
Central Government to publish the names ana other 
particulars of the t;3x offenders involved in prosecutions 
by the lav; enfovreement agencies. These p rci visions were 
introduced over five years ago^ but we do not yet see 
any n ames o f the t ax offenders published for the information 
of the public. 

Various t.3x laws contain provisions; enabling the 
enforcement agencies to aiathorise sserches x^rhere they 
have reasons to believe that any incriminating material 
leading to the unearthing of evidence of tasfi evasion 
v;Duld be found. These provisions contain enough safe- 
guards to protect the interests c f the law abiding 
citizens and to ensure that they are not harassed, 

.Remedies can also be provided to the citizens against 
bar-assment. The system of informal consultation with the 
political leadership concerning ordering of searches and 
seizures^ that is r^^orted to be prevalent in some taxation 



department, does, not have the sanct '.on of the law as passed 
by the Pexliaraent, The Ministers should be allowed- only 
to order such searches but should not be allowed to 
prevent any searches . a periodic review and public state- 
ment o f • the reasons for unsuccess ful searches can also be 
helpful in strengthening this measure. 

It is oornmcn knowledge that incDme on vbich tSJC 
is evaded is use to a large extent for luxuac,^ expenditure. •: 
SDme years ago, a piovision was made in the incrmie tax 
jRiile (Rule 12) recfuiring the income tax payers to indicate, 
in the Rgtunns o f their income, all those items of expendi- 
ture on which an outlay exceeding Rs,2 500/- was incurred, 
fhe purpose of the move was to build an information system 
whereby the correctness of the income shoxvn could be 
verified, through cross-checking with e:^endlture,particulcrly 
in view of the durable luxury. gc5ods on vbich black incomes 
are lavishly spent. Even .Return Forms Gonta,ining a sip>arate 
part for disclosing these particulaxs was prsparod, 
Unfortunately, scon after this provision was made and forms 
for the purpose prep ared, be fore it could be tried even for 
one year, its operation was suspended and after some years, 
it has nov/ been completed given up. One learns that some 



gainst this rricrsure. 


Thcsa ir.aasures are likely to inprove the anti 
tax-evasion potential of the tax administration. Some of 
the measures a’ill v,’eeken the channels for interforence by 
the politicians, bv.ild up public dis approbation against 
tax evaders and moke the task o f income concealment a 
little more difficult. These steps will also contribute 
to building up of the morale o f the actual, man-cn-tho- 
spot to go ahead with his laounded dutios ad thou t much risk 
o f being fettered by illegitimate political interference. 



IX 


Lon q-T erin Perspective 
Is sues for Curren-b Mobl lization 

Vje have discussed in Chapter Pour hov/ there are 
"certain sharply identifiable limits on various efforts 
meant to curb" the black sector. It was argued that "the 
objective of elimination of the black sector is not 
likely to be set up or accepted by public policy." It vjas 
shown that certain categories of black incomes which 
arise in association v^dth legal activities and transactions 
and political— administrative black "incanes'' can be reduced 
only to a certain limited extent. This was because these 
black inccmes can be curtailed only to the extent there 
are basic changes in the political and constitutional 
structure (like electoral reforms^, formalisation of the 
role of business and industry in politics, development 
of centres of countervai ling power to the po'wer of money, 
like enhanced role of agriGultural and industrial labour. 
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L'uch changes in the political system will have to 

important 

be based on a prograrnne of^ changes in the econanic 

sphere. This is because so long as the locus of econcxaic 

policies does not cover policies of relatively more 

fundamental typie. -which do not hesitate to infringe the 

right to private property ; and enterprise/ there wl .1". be 

a certain inevitable degree of expansion of the black 

sector when econcmic expansion in the private sector is 

brought about through public policy interventions in a 

planned manner. \\ie have discussed’ in chapter four how 

the rate of grov<rth of private sector and black incomes 

are highly and systematically correlated. It was argued 

that clamping down on the black sector may disturb the 

actual conduits and mechanisms for e>:pansion of private 

econaaic activities. It v.-as concluded that "the rigid/ 

ideological (as opposed to functional criteria of. economic 
Ccficbility and 

/hiftorical feasibility) conception of what has come to be 
called the Indian mixed econony limits the possibilities 
of doing away vdth the black sector. " 

The argument, in a nutshell, for the above view was 
that "curtailing black incomes slows down "growth", weakens 
incentives for expansion of private investment on account 
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of lov/er rates of permissible/ post-tax returns, closes 
seme sources for funds and inputs needed for expansion/ 
reduces the consumption of many luxuries which provide 
a spur to private efforts and initiative." If these 
processes are restrained/ theare emerge in the systera 
pressures to look for non-private sector agencies for 
growth. Given the p'resent day commitment to the role 
and -"cope of the private sector, such pressures cane 
into conflict vjith preferred policy pararnenters . 

There is another obvious dimension to the prospects 
for curbing the black econemy, i?>. policy framev/ork which 
has relied upon the expansion of the x^rivate sector as a 
meaEJB for many of its macro-level, socio-economic objectives, 
discovers that curbing the black sector is not feasible 
beyond a poinu without curbing the growth of the private 
sector. But it is not a question of techno-econornic 
feasibility alone. The private sector acquires in this 
process a certain additional socio-political power and 
dominance in order to discard as undesirable the processes 
and policies like those curbing the black sector which 
are inimical to its interests. Thus, expansion arid 
strengthening of ;private enterprise no longer remains 
a mere means , it tends , to acqul re , the character of an end 
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The question then becomes how to redefine the 
relative roles of public and private sectors with a view 
to weaken the correlation between general e con onic expansion 
which occurs of necessity raainly in the private sector and. 
the expansion of the black sector. To begin with/ let it 
be clarified that it is not implied that the expansion 
of the public sector amounts ipso facto to a reduction 
in the scoipe for generation of black incories. Cur 
analysis of the nature of the black econany delineated a 
category of black incanes called "political-administrative 
black incaaes," particularly in the context of a mixed, 
private enterprise economy, ridden With structural shortages 
and slow growth of income-earning opportunities. The , , 
linkages of the public and the xjrivata sector necessitate 
a larg^„ number of inter-sectoral transactions. The 
determination of the terms of such transactions leaves 
considerable scope for creation of political - administra- 
tive black incomes. It is no place to elaborate the 
mechanisms, motive-s and opportunities for the creation 
of a black counterpart to public sector operations. . 
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Vvihat still must be emphasised is that conparefi to 
the expansion of the black s ect or associated v/ith the 
expansion of the private sector^ there is considerably i 
lesser scope for the expansion of the black sector in 
association with the growth of the public sector. To 
begin with, there is hardly any scope and motivation 
for the creation of simple black inca'nes. Mormally it 
is the simple black incomes w/hich are the main 
sustenance of compound black incomes. To the extent/ 
there are adrriinistr :.tive-political black 'in cones "in 
the hands of the managers and decision-makers in the 
public sector, there may be seme limited generation of 
cempound black incanes. However, the basic motivation 
arising fraa the divergence between acceptable and post- 
tax actual returns does not apply to public sector 
functioning (as distinct frem indivicaals associated 
with it). Thus the phenonencri of substantial and 
sustained generation of black incomes can apply to it 
on ly tcin gen ti ally. 

A redefinition of the role of 'the public and private 
sectors on the basis of an explicit, ranked set of criteria, 
including one concerning the motivation, possibilities and 
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scope -or generation and e.: tended reproducticn of black 
incorries, has become, an urgent necessity at she present 
stage . of Indian development . A bigger role for the public 
sector reduces the correlation betv/een the growth of the 
economy and the growth of black incomes because this raay 
lead to a decline in the relative si 2;e of privaite sector 
'knose quest for higber then legally permissible rates 
of return^is the bedrock on vtiioh the black economy rests . 

Hovj to increase the role of ■ the public sector and 
i,n which areas? This .question cannot be answered exclusively 
in terras of the objective of reducing the scope for 
generation of black incomes. A large number of other 
considerations too enter, though, fortunately, they all 
seeru to v/ork in the sarae direction. 

The public sector in Ir.ciia has grov/n in terms' of 
the coasiderations arising from the strategy of development 
enunciated in the five year plans, the structural gaps 
in the economy, the industrial policy resolution and the 
pressures of various kinds arising in the political sphi^re, 
most importantly the lobbying and pressures from big 
capital and international financial agencies, as the 
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initial wea]-cnesses of resources, expertise, managerial 
abilities, domestic availabilities of many inputs and 
resources, . inadequacy of dijnand, 'v;ays of dealing vdth 
the governriiont, politicians and public, inadequately 
diversified econony, helplessness vis-a-vis international 
capital etc. v/ere substantially overcome by Sibout late 
sixties, the stance of the private sector vvith respect 
to the role of the public sector tegan to change. This 
change is also related to the attitude of the organised 
and large siz6;d private sector towards foreign capital, 
parti cu Iar3.y foreign private capital, technology and 
enterprise. Foreign private capital or the western 
capitalist countries never looked kindly to the policies 
of expansion of public sector in Iiidi a. But Indian capital, 
v/hile apprehensive of the access given to foreign capital 
in India, was generally favourably inclined to fresh public 
investi'aent based public sector (as against take-over based 
public sector or public sector based on denial of the right 
to private enterprise to operate in eertain reserved areas 
in tenas of the Industr'al Policy Resolution, 1956). But 
having grovv'n under the umbrella of protection, under the 
impetus of growing public investivient and public sector 
and through collaborations based import-substitution, 
the Indian big business came to see more of a threat from 
public sector than from foreign capital, enterprise and 
technology. 
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-As a result of 

die new 

■a c c OTi od a t i on 

and unde.r- 

standing between Indi 

an bi g bu sipes s and 

i n te r n a ti ori a 1 

capital, they mad-;,: a 

s or t v- of 

.corniacn caus^ 

against the 


public sector, pax-tiGulsrly against its expansion, 
diversification and sti'engthening. Such limits on public 
sector were expected to leeid to increase d scope for the 
exp an si on emd strengthening of big private car^ital as 
well as international cardtal in the form of MllCs, 


The pov/er of black money and its enlarged penetra- 
tion in the political sphere, coupled vjith difficulties 
in raising resources for financing the grov/th of public 
sector, particularly in the field of heavy and basic 


capital goods, industries led to a slov,'-dov;n in the grovjth 
of public sector. T he e ffica cy of econoraic controls 
arid recfulaticn beca me Idmi ted because t he State could 


not muste r streng th to bri n q about, oye r a longer 
peri o d, changes in output, _ product mix, axiployment. 


locati on of econor a ic 



vi tie 



which vJer e essential to suD-plenien 


ev ed through short-run economic 
regulations and controls, various kinds of shortages 
and distortions, actual- or anticipated, impel the 
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Govyrrimerit. tc insticuce varicus price^ outpu-'c./ irivestiaent, 
location, capital issue, craait, fiscal and a goedmany 
physiGal controls. Thes 3 ' controls delimit, prohibit, 
raco-ify or redirect private decision-rraivj-ng in various 
v/ays. 

For example, shortages of critical canmoaitias and 
the consequent rise in market prices make the goverrirnent 
impose price and distribution controls. Irrespective of 
whether the controls are successful and lead to controlled 
distribution and limited returns to producers/or whether 
the controls are 3::ypassed leading to black marketing and 
illegal high returns, the impact on fresh investment in 
order to meet the shortages is •unlikely to be highly 
encouraging and capable of 'riping out the shortages, 
while the success of such controls v-ill lead to diversion 
of investments to other uncontrolled spheres, the failure 
of the controls will lead to the development of vested 
interes'ts in perpetuating shortages. Thus licences 
for expcinsion and setting up of new units will be 
pre-empted but v.dll not be acted upon. Existing 
capacities will not be utilised. The fact of controls 
vd 11 tend to fetter w^hatever incentives may be offered 
for expansion. 



Thus the only effective v;ay to deal v^^ith short-run 

* 

controls is to raake a big public entry in the area of 

shortages and go in for a realistic price policy designed 

to ensure good returns for the expanded public sector 

output. Thus one important area in which fresh entry and 

exparision of public sector is required is in the area of 

. imposing 

endemic shortages which cannot be met by/conurois over and 
providing 

/incentives to private sector. In other v;ords, controls 
initiated in order to meet shortages need to be 
supplenented by adequate public investment in order to 
meet the shortage and eliminate the need for the conti- 
nuation of controls. In so far as the market mechanism 
may lead to shortages which cannot be expected to be 
autcmatically corrected, short-run public controls will 
have to be supplemented by direct public entry in to 
these- fields, whether it be by fresh investment or by 
take-overs. 

It is obvious that such controls need to be imposed 
on such commodities alone which have a high social priori tv« 
In the case of non-essential goods, the market response to 
shortages need not be interfered with and market corre;ctives 
may be relied upon to meet the shortages* 


inis brings one no an inujcrtant area for further 
expansion of public sector, which raeets the test of many 
criteria, not just that of deliixd ting the scope and 
motive for generation of black incoaes. In : tine scherae 
of aiiocation of spheres betv/een the public and the ; • 

privrote 3ecto;cs in teriiiS of the Industr'''a.l Policy 
Resolution 1956, ohe entire range of me'ss-consuurption, 
wage-goods was alloted to the private sector. The 
allocation was almost exclusive in as much as the areas 
reserved for the public sector did not include any 
industry producing maos consumption goods. Addition^illy 
no policy of take-over of essential mass consumption goods 
industries was fomvalated. Thus only the residuary right 
of the State to enter' any field deemed essential in 
public interest could have been invoked to allow it to 
enter these industries; sQiiething which did not actually 
happen • to any marked ci>: tent# 

Hov/ever, priority to the production of mass consump- 
tion goods on a growing scale is a preccnaition for 
fighting inflation, enlarged employment generation and 
redistribution of incate in an egalitarian manner* A 
big and grovdng role for the private sector works in 

m any -f di f f e r ent X ay a^Sinti; pincheasinsj tjje X 

of mass consumption goods, in industrial consumer goods. 
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Apart from increasing the incomes going to profit# 
dividends and interest earners, , the technological, 
product-mix and indigenous-imported inputs ccmporiehts 
choices made by the private sector also tend to bring 
about greater concentration of incomes arid assets. The 
pull of demand caused by such incane distribution \vorks 
against mass con sumption goods. Moreover, since the 
mass consumption goods industries are generally 
conventional industries with relatively low profitability, 
not only new investments tend to go to modern, high 
profitability industries but even maintenance, replacement 
and modernisation in the conventional industries are 
neglected leading to the emergence of widespread industrial 
sickenss. The growth of black incanes associated with 
the grov.th of private sector also favours production of 
inessentials and luxuries. 

It follows fron the above that a high priority to 
the production of mass consumption goods is not possible 
without enlarged entry of the public sector in this field. 
Since existing highly skewed distribution of income puts 
severe limits on the size of the domestic market for mass 
consumption goods, not much private investanent is forth- 
coming for these goods. In a way, it is the prior 



production of mass consumption goods vdth labour absorbing 
technologies based on indigenous resource-enaovWierit (these 
conditions themselves shov/ v the need for publie sector) 
vmich vail provide the soar ket for these goods. Thus 
public investuisnt in mass ccn sumption goods will become 
viable a-id self-sustaining alongv/ich making a contribution 
to the process of development in 'che real sense of the : p 

term. 

A big spurt in the gro'wth of mass consuniption goods 
industries? in India at the present stage of her development/ 
brought about through increased role of the public sector 
in the process/ contributes to many other iraperatlves. It 
will generate a good deal cf demand for the basic and 
capital goods industries of India's public sector vjhich are 
presently handicap p>ed by unutilised capacity owincj to 
inadequate demand. A. fillip given to the basic/ capital 
goods ssgraent of the Indian public sector is likely to 
improve the level of surpluses generated in these, 
industries. 

competition provided by the public sector mass 
consumption goods industries may Sj ow down the spread of 
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industrial sickness. The role of the public sector in 
this area will impart it effective structural strength 
leading to its acguisition of effeotive countervailing role 
vis- a- vis monopolies. 

In so far as this limitation on the role of the 
private sector in the field of mass consumption goods 
industries is concerned^it will have to be strengthened 
by curbing the role of private trade in the se commodi-ties. 

Presently the public distribution system has some 
important limitations. First, it is largely concerned 
with food products. Then, it is a supplement to the 

role of private distributive trade and does not curtail ' 

its role through exclusion from certain sph res. Last 
but not the least, the public distribution system is 
largely an urban ' affair . 

There are many pressing reasons for a more effective and 
vl despread pablic distributicn system covering the 

. : ■ . ■ ■■ .i: 

essential mass consumption goods. One may add another 
reason for this arising in connection with the policies 
for curbing the black sector. Merchant capital operates 
in the black econony on a sizeable scale. The shortages 
which arise in certain important commodities are 
accentuated and taken undue advantage. of by the merchant 



capital. Even in the case of paolic sector administerecl 
cricss, wnere prices are aliovved to respond but siov/ly 
and, inadeciuateiy to chariging market situeti-orj/ the merchant 
capital makes huge gains in the form of cempound black 
incomes. As far as possible there should be vertical 
integration of the wholesale d-istributicn of the products 
of public enterprises. The surpluses which the rnarJ^et 
yields v.;ith respect to public sector products^ either 
directly or by use as inputs, must not be allowed to 
pass into private hands, much less their, raonopolisatlbn. 
Thus, extension of the public sector in the form of public 
distribution system and state trading in irnpertant 
carnmodities is an effective step fox* curbing the scope 
for genex'oticn of black incomes ana investaent of black 
sector savings. For preventing leakages of foreign 
exchange through under and over- invoicing, . the role of 
the state trading corporations should be expanded. to 
cover the bulk of this .foreign trade, including purchase 
of technology. These steps meet many additional policy 
aims . 

It follows from the above thsit a redifinition of 
the concept of mixed economy ac as to allow extensive 
entry to the public sector in the production arid distri- 
bution of hiass consumption, goods, serves, i titer b11B| 
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the purpose of restricting the scope ;nd potent is 1 for 
the generation of black incomes. The essential logic 

k 

of the policy of a dynamic concept of public sector, 
with its gro^^ang role in critical areas of production 
and distribution, is that there are inherent limits to 
the edacity of Smithian "pr*id#ice" of the private 

enteiprise to produce outcomes confirming to Smithian 
social "beneficence". 

The controls and regul ation o f p rivate activities 

cannot go very far for a variety of reasons. Not only 
by itself, 

that,_^but there, is also a distinct possibility that,under 

.come specific o.nditions, a 
System of economic controls might produce a series of 

inter-connected distortions in the economic and political 

spheres. A s a result the controls may lead to results 

contrary to those for which they are initiated. 

The basic reason for the occurrence of such a 
phenomenon is the continued and growing control over 
economic piocesses exercised by the private sector (often 
vdth thfe' support o f State policies) ^nd the non- 
availability of povrer, resources and facilities to 



the public authorities to intervene dir'sctly in the 
econon'iy a:<Gept through the agency of the private sector. 
Thus# on the one hand, the political processes cannot be 
_ assuried to operate in , isolation from the power end pull 
of the grooving pri. vat e sector. The extent, methods and 
content o f the controls are, thereto re, not independent 
of the interests o f and acceptability to the private sector# 
Sven after the intro -lotion of controls for some specific 
objectives, their inp lement at ioh processes are influenced 
by the pox-'/er inherent in the private control over productive 
processes. 

The absence of' countervailing po-,ver in public 
hands which can give it a ccpacity independent ' o f the 
p rivata sector to p xoduce desired results restricts its; 
edacity to make the controls effect! ve, ' ' A private 
sector constrained frpm doing certain things or from 
daing' them in a manner or on terms to their liking can 
retaliate: in a n'umber o f ways, including no— action 
(a sort of strike) ©r hiddeai action (.black sector 
operations). . 


For axanpls# high ratas of taxation^ which, in 
effect reduce the , degree o f privateness of p rivat© 

T^roperty, irk the private sector, at times, even to the 
extent o f p roducing v,h at Musgrave. calls "spite effect by 
with holding supplies, ( gublic Finance > fhe Theory of# New Y.-rk 
19 59, p.240) ^ But a government which does not permit 

itself to enter the activity of directly undertaking 
the responsibility of producing those goods whose supplies 
are either persistently rvoduced or incdecfu ate ly increased 
by the private sector, cannot meet the challfange. 

Such an outcome is often mistakenly blamed on the 
extrsne nature of the controls and regulations, like 
high t'x rates. This, how..-ver, is a mistaken and partial 
view. It is the c omb ina tion of such policies curbing 
private property and e n terprise with the policies of un - 
digiini shed reliance on/ '^^^ -^^ii^fo5'u§e^^ods and services 
on terras imposed by a government which lecka an inde- 

- .. , ....... _ _ ’ IS'“' 

pen dent e dacity of it s ovn to meet the b ill and /Subject 

to political pr ocesse s under th e influence of the prop er- 
tied sections , which lead to a mixure of distorted and 
ineffective controls. What is thus under challenge are the 



supposedly politically n-autral cspacities of the government 

to enforce oontrols infringing p rope rty rights in an 

institutional contGKt x^tiich gives the government little 

direct control over the production^ distribution and 

Thorefore 

investment pieces ses./ ttie size, composition and nature 
of the public sector must of necessity be in oonfirmityy. 
among other considerations, v/ith the severity and extent : 
of control v/hich the public system intends to irtposo on 
th e -p rl vate secto r« Hence an independent economic base 
provided by a flexible and dynamic concept of public 
sector is essential in order to provide the necessary 
economic strength for carrying out economic controls and 
regulation. 

The politico], preconditions for the acceptance of 
such a policy v;ith respect to the public sector/ which is 
under att ack both by dcsmestic end international coital 
are hardly in evidence. Hence presently the perspective 

concerning role of pubiie sector is an issue for mobili- 

’ , " tIsO; 

sation and campaign/ vliich may/form apart of the c^paigns 
launched against the black phenomenon. 




Sijrnin ary and Cd n clus lo n s 


The phenomenon of the black economy has received 
scarrt attention of sc) d al scientists in a se-rious and 
systoTiatic manner. As the black economy phenomenon grows 
in its voliJme, intensity seriousness (or, should one say, 
ferociousness') and coverage of different walks of life, 
the increasing freguency of references to it is matched 
by diminishing understanding of its real character and 
increasing degree o f helplessness tovrards its grodng power. 

There are, broadly, three types of responses to the 
black economy. Either one sees moralising sermons bamof.ning 
■ deprecu-ation of the national character. Or, one comes 
across a wfeolesale condemnation of public regulations and 
controls for forcing business, industry and professionals 
to resort to black deals, ^hese views altogether forget ^ 
the inp 11 cation's of an uncontrolled, market mechanism 

economy aS well as the faulty, ^ inconsistent • and faltering 
conc(^tion and design, o f the ■ controls. Then, based on a 
technoicratic obsession, there .are a 1 arge number o f attempts 
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at quantification of its volume^ with little^, if any,, 
understanding of the nature/ types/ uses and sources of 
black incomes and the resulting black economy. 

Why is it that v.hile such responses to the phenomenon 
of the bl ack economy predominate, an integrated social 
science ^pxbach to it as an objective phenomenon vitally 
connected with the political economy of the country is 
rarely evidenced? This is a question which can take up 
into questions and issues different from those which are 
being attstipted to be analysed in the present exercise. 

But a survey of the literature (see Bibliography) leaves 
one in little doubt that the problem of black incomes and 
economy is at a very embroynic state" of study and analysis. 

In the present exercise in the First Ch^ ter, an 
atteirpt is made to analyse the character of the black 
economy and evolve an adeqfuate and ^propriate conceptual 
franewoik for the study of its types, sources, forms and 
uses. Obviously, without positing a set of hypotheses 
concerning the origin of 'black* or 'unaccounted*, incomes, 
it WDuld not be possible to distinguish between various 
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categories or tvpes of blaol; incorries and the mechanism 
through which tha black incomes operate in the system and 
relate thamselves to variour variables and processes in 
the: economy and polity. 

Looking at the economy in terms of its real# 

circulation and control spheres, it is shown hov/ black 

incomes and its uses ooerate. in each of the spheres. 

the 

Basically arising in the process o:^ongoing interaction 
between the real and control spheres, black incomes owe 
their genesis to a sharp and sizeable hiatus betv/een the 
feasible and acc^-table rates of return (related to the 
real an d ci rcul atio n spheres) and the post-tax, permissible 
rates of return (related +-0 the control sphere). Given 
the inherent nature of private enterprise to accornplish 
all that is feasible and re v;arding and the nature of the 
polity v/hich willingly responds to the basic t six sources 
of social and economic power, one sees not only the 
emergence of black incomes but through processes' of holding 
and using them in various ireys, (giving security, good 
returns and power), the amergence of a black sector or black 
economy, which is popularly though somevvhat ineppropriately 
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cal.led the parallel economy. 

A deductive analysis leads to a threefold classificar- 
tion of black incomes: Sirrple (erising from tax evasion), 
compound ( no "h only tax evasion, but inherenthy illegal 
activity or legal activity based on unaccounted income and 
wealth, rendering it undecl arable) and political administrative 
black incomes; of these the last m^ be only a fraction of 
the first two but essential if these two are allowed to be 
created, held, used and multiplied. Though at a point of 
time, the black economy will have both a certain kind of 
flows and a certain types of stocks, but the operational 
■mechanics of the blacS-c economy ties the stocks and flows into 
many complex, feedback relationships. Moreover, the two 
sub-groups of conpound black incomes, (viz, the illegal and 
hidden, arid the illegal and hidden corrponent of the legal), 
forge important hot links between the legal and the black 
economies, turning a vast segment of the economy effectively 
into a *grey‘ sector. 


That apart from currency notes, there are very many 
different uses and forms of holding black incomes (giving a 



range of choices based on a trade-off betv/ecn security and 
yields) aind these asset forms changing, make a total 

indent! fication of black incomes with black money a highly 
restricted, possibility. 

The inherent fungibility of money and credit also 
make ‘black money' an operationally in eppropri ate category. 
With varying degrees of risks, difficulties and manipulation, 
savings out o f- bl ack inoornesC after satisfying all the 
extravagant needs cff 1-uxury: conspicuous consumption) are 
used practically in all the possible foims which legal and 
accounted savings take. Thus there develop co'stant links, 
supported by the logic of structural input-output relations 
between the black cSod the viiite economies. This is how in 
the black economy one finds a mechanism which frustrates 
and raversas all sociaO. and gcvernmentr-l controls, making 
the system , approximate, in a distorted form, an uncontrolled, 
market economy. 

The dynamics of the black economy, based on transac- 
tions financed by black incomes and dealings in black assets 
and black sector good and services, m^es the size of the ■ 
black economy a multiple o f the amounts of black incomes and 



black money existing at a point of time (the stock). This 
is a factor helped by the relatively greater velocity of 
circulation of black in oomes and relatively faster turn- 
over of black deals. 

^ art from the limited practical utility of kno^ving 

the size of the black economy ( with due oologies to the 

followers of the scientific pursuit of gu an tifi cation)^ 

the close affinity between the task of estimation (a forte 
school 

of a certain/ o f economists) and detection (the task 
of tax administration) tend to dim the prospects of 
arriving at a meaningful estinnate of the si.!Se of the black 
economy/ with its vast 'grey* componenti: In any case/ such 
exercises tend to bring about a misalloc-. tion of resources 
away from the analysis of various channels/ and mechanism 
for the creation/ use and extended rep-iro<3ction of black 
incomes. The latter exercise enables one to know the 
effects/ produced by the black economy as well as devise 
policy- designs enable, of controlling and elimmnating 
various forms/ uses and channels of the operation of the 
black economy/ Howcv.':r^ indirect evidence about the 
mechanism of the black economy may become available by 
cross-checking the internal consist^cy o f some published 



199 


and available macro-ecDnoiTiic data. 

The study of the bl adk eoDnoiriY is made dj.ffi cult 

on account of the formal models of the c^italist economy 

which aJostract from fierce, fraud and informal arrangements# 

playing systariatic roles tinder late Ccpi tali sin, Afterall# 

the phenomenon of the black economy is an evidence of 

lumpeni sation o f bepitalism as it moves, in India, from 

monopoly capitalism (evolved during 09 50-19 7 5 to state 

approximately 

monopoly capitalism afteryfl97 5) . This p rocess is inberent 
in the system, particularly in post- colonial# enclave growth 
■societies ' in ■ weak capitalism was sought to be 

develop ed through state-sponso red p Tinning 'and puMic " 
investment with the hope that the farmer will remain 
subservient to and amenable to control by the latter. It 
was no t realised that the growth o f private economic, 
industrial and financial power was bound tq become a means 
for further concentration of such powers in the hands of 
newly emergent dominant groups reducing the autonomy of the 
state cpparatns. This process was further facilitated by 
the fact that there was, a virtual denobili sation of the 
popular forces, exc^t on electoral or sectarian issues. 
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such an operational model of the political economy of 
India can provide clues about the consequences produced 
by the black economy. True# a comprehensive model of the 
economy incorporating the black economy(based on non- 
conventional/ secret devices, going as far as human 
'ingenuity* can gc), essential fcr a full exposition of 
the effects generated by the black economy/ cannot be 
p reared. l-iewever we provide a partial picture of the 
effects produced by the operations of the black economy/ 
which also at the same time indicate various devices and 
channels used by the black operators: Certainly e useful 

ii^ut for policy fe imulation. 



simple black incomes, apart from causing loss of 
public revenue and distorting fiscal policy, strike a 
blow against the use o f taxation as a means for reducing 
post-tax inequalities of incomes. Growth of black incomes 
distorts consumption and production patterns in favour of 
luxtijy, wasteful CDnsajirptio??, reduction in household, corporate 
and public savings amd misdirection of investment fjcom 
mass comsuption goods edacities to v/asteful, conspicuous, 
consumption capacities. These processes lead to adverse 
consequences for enplo;^ent expansion, reduction of impoirts 
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of unecossary equipments^ plants, technologies and capital 
and vjorsening output- coital ratio. The in f 1 ationaary \ 

effacts arising from imitative, externally-oriented, 
capital-intensive industral grovrth are further strengthened 
by speculative stock: piling, financed out of blacdc savings. 
The inordinate demand for gold, silver, precious stones, : 
jewellery and real estate, -^art from being anti- development, 
produce inflationary consaguences. The leakage of foreign 
exchange in the form o f corrpound blade incomes through 
under and over-invoicing leads to loss of valuable foreign 
exchange. These leakages are further helpec' 'by technical 
and financial collaborations based on high fees and royal- 
ties shared clandestinely to generate illegal externally- 
held v'- alth. Such illegally- held foreign exchange amounts 
to a forced, interest free loan from. India to the wealth:e4r. 
countries. 

The forays made -the black sector into real ' 
estate tends the push up the prices of lands and buildings, 
strengthen speculation and -worsen the housing problOT for 
the urban poor and other fixed income groups. It helps 
perversion o f housing priorities in favour of costly, luxury 



^artments and distorts land use pattern. 

Since production and consumption ini,, the services 
sector are instantaneous# macing detection difficult# the 
black economy gives a boost to the growth o f services meant 
far the black income holders. It also helps mushroom many 
newer service occupations like those of agents, touts, 
brokers# income tax advisers, mu s clan en# lumpen political 
operators masquerading as social workers and 'artists*. 

In general, these factors increase the weight of the tertiary 
sector in the economy, tilting the balance against material 
production. 

The growing size of the black sector limits the 
possibilities of increasing public investment and thus 
weakenrs planning. Similarly, the fact of the existence of 
undeclared incomes and savings limits the effectiveness 
of monetary, credit, licensing and other public policies. 
Diversion of black resources into non-taxed or lightly 
taxed areas like agriculture and orchard, etc, leads to 
their ineffective use, since they are mainly speculative 
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It is shovr! that It is naive to suppose that 
holdings of black money can piovide some sort of cushion; ; 
against deficit financing. The continued operation of a 
sizeable black sector tends to push up the expectai rates 
of return on investments end hence worlcs against industrial, 
investments, innovations a:i d R & D 

Not only the black sector vorks against fuller 
employment and self-reliance, but in so far a.s the dominant 
economic- interests are enabled to increasingly intervene 
in the political sphere, they succeed in bending the politico- 
economic processes to serve their sectional interests. 

Thus the black, economy not on3.y frustrates controls, but by 
accent' ating the socio-economic problems, enhances the overt 
need for still more stringent controls, doomed to failure' 
through the very seme processes which necessitate such 
controls in the first instance. Thus the black-economy 
makes controls and regulation' oounter-p roA^ctive. 

The use of the black incomes and assets far buying 
political and ■'•administrative p at ron age leads to weak. erring 
of controls, leaving loopheies for evasion. In general. 
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increased political power of the black sector brings 
about a symbiosis between business and gevernment leading 
to a growing divorce o f declared policy objectives from 
actually achieved outcomes. Thus, a good deal o f what are 
called "imp Ian entation failures" are a systematic d^arture 
fiDxm the stated aims engineered, among other factors, by 
the use of the power of the black sector. Thus, we consider 
it a reversal of causality (if something like oaPsality can 
be established in social affairs) to consider the black 
economy a consecruence of economic controls. Rather, the 
black economy, arising from more basic factors, not only 
frustrates controls but also necessitates further controls, 
which have very slim chances of effective implementation. 

It is sup rising indeed that the recognition of a vast black 
sector and pleas for removing/reducing controls can be 
made in the sane breath, because, this implies either that 
the black sector can be controlled, if not eliminated 
without public controls and regulations i.e., black sector 
will commit harakiri of its own iS the glorious laissez-faire 
tradition or -that one mey well accept its existence along 
vath all Its consequences. 
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Our discussion of the operation and consequences 
of the black eoDnomy suggests that it is a means to 
re<aDnc541e some of the .^parent oddities and cotradiction 
inherent in a highly differentiated and ol-igbpolistic 
economic structure vjith a p arllanentasty, adult fraachise 
based political democracy. This hasinade the Indian 
'development' experience greatly derive from and contributes 
significantly to the phenomenon of- blade economy making 
growth anti- dievelopmental and bringing about a warrysome 
degree of lurrpenisation of the system. 

The symbiotic relation be tv/esn the state and 
business ari sing, intsr/dlia through and in connection with 
the bl ack economy^ is v/ell illustrated by an examination 
of various policy measures dealing with the black sector. 

We have examined in detail various demon ati sat ions, 
voluntary disclosures and other ac3ministrative and legal 
measures to show that their conception, design and imple- 
mentation were so defective and weak that it puts a 
question maj5c on the real intentions concerning the black 
economy, De^ite these relationships, it is our contention 
that on acoount of gsctorally uneveuly distributed control 



over black resources (which distrub intra^class and inter 
sectoral balance of forces), particularly in favour of 
merchan't coital, set back to rational economic calculations^ 
inflationary des.tablisation of the economy, worsening scenario 
of absolute poverty caused by distortions in the real sphere 
caused by black deals, the external imbalances accentnating 
consequences of the black economy (helping individual holders 
of illegal foreign exchange but causing dista-rbing macbo- 
level consequences), worsening fiscal crisis of the govern- 
ment on account of black sector le#:ages, the state finds 
it necessary to move against the black sector, albeit in a 
limited wcy. 

A large number of more directly political factors 
(like greater collaboration between some black operators 
and certain ^ecific political groups andperties), a certain 
sense of moral shock and emergence of ^ecific political 
struggles against the black sector and its manifestations 
also account for various stsps to control the black sector. 

A policy package to deal with the black sector has 


to do one or more. pf the 
black incomes and assets# 


ingi unearth and destory 

activities generating 



207 


it; bring about long run changes in the economic structure 
to prevent generation of blacik incomes; reduce or remove 
dealings in past bl exdv^avings and v;ealth and also to bring 
out end channelise the blG.ck savings into areas of high 
social priority, 

A large numb ::r of measures suggested by o fficial 
committees and experts as also non-official agencies for 
dealing vith the black sector remain Tararrplemehted. This 
factor, along with the schene of special Bearer Bonds, 
which serves no purpose In dealing with the black economy 
except giving a further boost to it, just as it produces 
the -oasmetic effect o f keeping dovm budgetary deficits 
go to indicate that a new high has been reached in the 
process of mutual accommodation between business with 
sizeable role in the black sector end the government. An 
effective policy re^onse to the black sector is yet to 
be seen, \ . 

The basic constraint operating on public policies 
in effectively dealing with the black sector (which leaves 
this sector as an inevitable but marginal phenori^^«^on, 
rather than, assuming, presently obtaining systani'C - pro- 
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portions) is the fact that the government and private 

business . secto r with black deals have become each other’s 

benefactors as well as beneficia,r4e<^ To an extent/ such 
is 

a development inherent in a pplity which attempts to 

operationalise a theory of state and political development 

which treats the Stats as an autonomous corrponent of the 

guardian 

system acting as the^ of general social interest* 

Contrary to the assumptions behind the model of the 
poll 15^/ the black economy not only turned out to be fairly 
uncontrollable but also started exercising some forms of 
control on the economy# politics and policies. The 
very intimate and dangerous intermingling of the so-called 
solution agent with the problan franework which has evolved 
during this period is a serious challenge necessitating 
structural solutions in the economic cS well 4 s the political 
spheres. 

The intermingling of the unaccceunted and accounted 
activities and transactions and the large and growing role 
assigned to the private sector with indirect and direct 
State stipport makes it difficult to indentify the areas 
which to be restricted and curbed* Also it becomes very 



difficult to promote the SKpansion of legitimate economic ; 

activities by curbing the black activities v/hen the former 

is tied in innumerable knots uith the unaccountable activities. 

Thus some o f the constraints abimiting the desire and need 

for curbing the black economy arise from its objective 

economic character in sc feres the Indian Private Sector 

is concerned. For the private sector, the black component 

of it has become an indispensable conponent of it. The 

growth of the economy and the private sector entail.s the 1 

growth of the black economy as well. Thus clamping down.. 

on the black sector may at least in the short run, han^per 

'growth*^ for whatever it is xiorth, including limiting the 
growth of the market. 

Since data on the volume and depth of the unaccounted 

are difficult" to 

Sphere of economic activities/be obtained, it becomes ; 
difficult to incorporate it within the formal models of j 
the legal economy. Thus absemee of adeguate knowledge 
about the black sector, acts as a. constraint on the policy 
processes of dealing v, th the black incomes, ' The rigid, . 
ideological coneption of the Indian mixed economy limits 
the possibilities of. doing away with the black sector. 

Changing property relations In oertei® areas spd *© a 

";oxtefit'-'-;and ^':,:trmsferingj pntrpl/ .\ov€^: ;:;prop;:ei^ 



from private to public hands in some irrportant sectors/ 
indytstries/activities are gaite naturally policy 
choices/ f the last resort and has been used to a limited 

extent only for Indian economic policy to control the 
disease of black economy. 

Since curtailment o f black economy brings about 
many conseguences to the economy which are in conflict 
with the preferred choice parameters, the drive for eradiat- 
ing black economy cannot be taken up very effectively. 

Only a limited effort to ke€p it within manageable dimensions 
is likely to be made during periods when its size, distri- 
bution and mischief tends to threaten the balance of forces in 
a destabilising manner. We have argued that in pointing 
out the limitations on the possibilities of controlling/ 
eliminating the black economy, it is not a fundanentalist 
position oonceming private enterprise. Rather the conclu- 
sion is based on the specific circumstances obtaining in 
in Indi a, ■ 

The pursuit of profits and expanded reproduction in 
tfietropolitan c^italist development,, in which competitive 
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Schumpeterian processes of creative destruction operated, 

produced larger employment, increased production o f mass 

consumption goods, increased labour productivity and rising 

standards of living. Thus, it is very rare to find in ^ o ^ 

^preaching 

these countries a black economy^ Indian magnitude and 

menace; Hoxvever, such a ‘social dual* has not yet been 

observed in I^dia and the black sector is large and powerful 

enough to obstrudj^he prospects of such a dual. Thus, 
the 

despite/hue and cry about the black sector, its role in the 
system and its power put certain sharply identifiable limits 
on various efforts meant to curb it. Though elimination 
of black sector cannot be an acc?^ table objective, . the 
inherait tendoncy for the self-exp ansion of black incomes 
and wealth p rodtjces vario us kinds o f pressures to bring 
it under some control and put a Ge3±ain anouKt of caontrol on 

its oper«.t-ioxj«.' ' 

It vrLll be >x?rthv;hile to mention that the extent of 
the black incomes ( sirrple, conpousad end political) can 

be reduced by taking several measures, like introduction 
and proper inplementation of policies, p-rogrannmes and laws, 
administrative steps, chang ; in the political and constitu*- 
tional structure and through those changes in politics . which 
b rl ngt: thetaasses;; i no rbas ing^^^^ 
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Considering limited state Intervention for limiting 
the scale and intensity of the black sector politically 
possible and desirable, end economically feasible, poses 
the problem of evolving an ^propriate o f policy framav>rark 
consisting of an integrated policy-package connected with 
the major areas o f public interventions, taking a close 
look at the rationality, contents, form, methods and 
internal consistency of the total control sphere, i.e. 
economic planning, policies and administration. 

The search fcr such a policy framework is confron- 
ted by a facile and sinplistic view which puts the blame 
for the black sector on the very extitence of controls. 
This view identifies market outcomes with "efficiency" 
in a tautological manner; such outcomes are "efficient" 
because the m.arket has brought them about. Obviously, 
this view either accepts market outcomes or considers 
them enable of self- correct ion through'^omb equilibrating 
process ala elementry economics tax-books. Even if 
the penumbra of dis^probation inposed by certain controls 
is removed, such activities and respiting simple and 
corrpund black incomes, giving rise to the black economy, 
will continue their self-exp ansion, probably at a faster 
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pace because nov/ they are legitimate. In brief, it is the 
inability to scientifically evolve and effectively enforce 
the intent of the controls which breeds the black economy. 

^part from ‘thcj pleas for such sirrple revival of the 
, snithian 

"'invisible hand"^ there are. others who recognise the need 
for controls, but argue against physical controls. They 
are for controls which operate through the price mechanism 
i.e,, for m^ing socially desirable economic activities 
privately profitable and socially unacceptable activities 
privately unattractive. Whatever tax evasion survives, 
must be, acaording to them, dealt with severely and still 
intractable marginal amount must be acc^ted as an 
inevitable price, of the choices made. 

It is ^parent that serious structural im.balances 

cannot be dealt with through tinkering with prices, 

profits, etc. It is wellknow how the developed market 

economics have to go beyond indirect controls to secure 

many pressing socio-economic objectives. It is not that 
^ that , ■ : 

'•Keynesianism^^ as failed because of multiplicity and 

'non- work ability of controls and regulations; on the 

contrary the inadecjaecy, internal inconsistengy and more 
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basic contradictions of the system are iiiparing their 

efficacy, any case, the so-called supply-side economics 

is meeting its Waterloo even in its initial phases and is 

so recognised even by its adherents, as the admission by sn 
economic adviser to President Reagan of the USA indicates. 

In a developing country the limitations of such 
indirect controls are well-reojgnised, necessitating 
overall, multi-level economic planning, a Isrge and 
.;growing public sector, ensuring, among other things, a 
edacity to the government to contarol private decision- 
making and operations, control over physical, financial 
and social infrastructure and direct methods of ensuring 
essential supplies, to the massas. Even the expansion of 
the market and its gremng soope have to be catalysed by 
the State. The resource rasing implications of such a 
role^of the state and ensuring viability in the interna- 
tional economy argue the limitations of indirect controls 
and put the case for a consistent, pov;erful end corrpre- 
hensive set of controls adeguate to the situation 
necessitating them in a bold relief. A secondary malady, 
i.e. the blake economy, cannot be made a pretext for doing 
away with controls designed to deal with the primary 

i;;:fti^:;g^^s-/a:ffl:icting:.--:the ■^systemi:; :.The/:gueition;: is'^ 

More or less controls? it is one of effective, adeguate end 
r-i|!:|e^dlf g|;^n|intf nfe:vGg ntrois' 're^^int ibtt^ 

conflicts over the sharing of the costs and benefits of controls. 
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A specific varient of the above ar^ments is one 
which relates black incomes and tax evasion to high rates 
of taxation. According to this ar>#3ment, either higli 
rates of taxation causes black incomes because peaple 
do not wish tp pay such huge sums in taxes, or the highly 
pnagressive tax rates m^e it more attractive and worth- 
while to tax-payers to evade /avoid it in terms o f the gain 

it is argued that 

that can be had by not paying it. Thus, /at higher rates 
of taxation, projects of greater gains induce 

• greater p ropen si ty to evade. The amount of 

to 

tax evasion rises at least proportion at ely^r more 
than that with rising tax ratesi However, if one reduces 
the tax rates, it is contended, on© reduces the gains 

from tax- evasion, H.-5.nce the policy p ack age for dealing 
with blade incomes should include reducing the marginal 
rates of taxes. 

The above argument would m dee sense, given its own 
logic and economic rationality, if it were also assumed 
that there are only gains to be had from tax-evasion and 
it is either a ‘costless* operation or its ‘costs* are 
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always less than ‘benefits* and are furthermore either 
independent of the size of the operation tax-evasion or 
vary inversely with the latter* 

The total *cx?st‘ of evasion^ in tenns of concea-t- 

ment of blade income, holding it and avoiding detection, 

* 

may vary depending on the behaviour and relative iirportance 
of these cost oorrponents, A symbiotic relationship between 
the black sector and the political system/ which generates 
a high degree of tolerance towards the black economy, might 
help the operators of the black economy to ke^ a considera- 
ble margin (in terms of 'benefits* by evading taxes) over 
costs'^ in c3oing so, even at low rates of^ taxes. There 
will be little reason to expand the tax-base in response 
to lower tax- rates because, given relatively , low costs 
involved in operating in the black economy, one would 
compare that ^^^iGh is payable with the alternative of not 
paying. The benefits of tax evasion are relevant only in 
relation to costs of evasion and, in the face of low costs, 
as is the case in India, which are virtually negligible 
even at low tax- rates, there is likely to be substantial 
tax- evasion in a relative sense* 
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That is to say given costs of tax-evasion/ 

high level of tolerance of it, the skills at tax- evasion 
and easy and’plentiful availability, o f devices for the 
puipose, the gains to be conpared by paying or evading 
taxes wDuld only remotely relate to the rate of taxation. 
Given the insignificance of the cost of tax-evasion, the 
relevant comparison, at almost all practical tax-slabs and 
tax-rates, is betv/eaa the volume of tax-payment and its 
"saving" if the tax is successfully evaded: 

Contrary to the views o f many other expert ooramittee, 
the Direct Taxes Enquiry Committee, held that high raarginal 
tax rates are/1pov;erfcl contributory factor towards evasion 
of taxes. Thus, if higher tax-kr at es were leading to more 
tax evasion, then^ leaving aside a probable bad conscience 
and the costs o f efforts at tax-evasion, generally, the 
higher income groups should end up with being better off 
with higher tax rates than they would be with lower tax- 
rates i If such is the case one wonders why the high 
income groups carpaign: so; hard for Ibweir' tax- tax-rates, 

More parti chilarly so, if lower tax-rates were to lead to 
higher tax revenue, which may mean lower post- tax incomes, 
to the tax-payers, though not necessarily if the incentive 
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effects are positive. It is illogical to mix-up incentive 

effects o f lower tax rates mth their alleged anti- evasion 

and the former are by no means certain and un ambiguous. 

effects^ The importance given to high tax- rates in the 
aetiology of blacSk incomes, it seems, is disproportionate, 
misleading and perh^s motivated, particularly from the 
point of view o f relegating other, more effective factors 
to the background. 

Controls and taxation are necessary to curb certain 
activities in the economy. They themselves by no means 
create or help black economy. It is illogical to hold the 
laws gcvexning economic activities themselves as constitu- 
ting the reasons why people violate or evade the laws* 

From the social point of view there m^ be an impeccable 
case for the enactment and enforcement of certain laws and 
'controls, yet there m^ be strong farces operating at an 
individual level for their evasion or violation and this fact, 

by’ itself, may make enfercement a tame affair, Particularly if 

the interaction of the individual level forces constitutes a 
strong social force. 

In ■tho-lidian context, the symbiotic relatibn between 
politics and black economy rndkes many, laws concerning 
economic regulation, controls and taxation, nearly a dead 



letter^ it also enfeebles the machinery jfor their enforce- 
ment and implignentatio n. As a result, the actual outcomes 
of the economic processes is sharply at a variance from 
those intended by the stated policy fremewrk* If such a 
situation is not found acceptable end is intended to be 
changed, there are tvc major options: either to whittle 
down controls and taxation to bring them in conformity 

with what the market forces tolerate, and allow in actuality; 

be give up the objectives market processes cannot sustain, 
or,' to bring about some changes in the scope, intensity and 

power o f market fo rces so that they become responsive -and 
anenable to 

_^ublic control. Leaving aside these, the scope of the 

intermediate arena for increasing effectiveness and reducing V 

the wide chasm bet v/c^n the social and individual perspectives 

is limited, through not altogether absent as -foe* fiindanentalists 
presume. 

However, this intermediate arena, which includes_ 

more effective irrpla'nentation and sharpening and redefintion 

of controls and tax laws, have still some scope because 

(1) they have not been tried on a large scale, and (2) it 

lonp-term 

retains the cor© of theAbcial perspective and helps in the 
realization of it, A fairly comprehensive set of measures, 
xirithin these parameters, through sustained and successful 
iirplementation brings about some long-run forces and 
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processes cabsible of giving a better fit between the 

social and market perspect ives, or alternatively help change 
the character o f the state in a small and cumulative manner# 
through may not by itself cause the qualitiative break. 

Therefore# the ’’remove controls- reduce taxation" 

arguments are not tenable^ nor is the 'fundamentalist* reliance 
on non- economic measures for changing the character of the 
state as a pre-condition a meaniryful proposition. 

Any scheme of public intervention will corrprise objectives 

(short and long-run or tactical and strategic)# control 

variables, instrument variables^ob jects of control and 

agencies, sub-agencies and mechanisms of control. This 

comprehensive scheme relates in various ways to a large 

nrumbsr of variables# processes and institutions' in the 

economy. The success of any policy- design# which takes 

into account the above five elements# will depend upon ' • 

the understanding of the relationship that these 

five elementa^ave have with the various other elements in 

the rest of the economy. If it is found that there is 

divergence between what the policies v;ere intended to do 

^(nd what they have actually done# then one can say that 

the policy-design is defective and the policy-design 

needs modification to yield the desired results. An analysis 

of this kind indicates the possibilities of successfully 

adopting various controls, the extent to which various 
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processes are controllable and the ^ecific changes in 
the policy design in order to give it a direction and 
a thrust. 

Such a scrul'lny of variotis already instituted and 
intended policy measures may sho’i\j^hat sirrply on account v 
of the social and political pressures for a, certain set t 
of objectives, their institution by itself cannot ensure 
their success. The corrpatibility of various interventions 
with the general processes operating in the economy and 
the general/bole of the objects of control must be ex an in ed. 

For instance, very high marginal rates of taxation 
may be required on account of the objective of equity or 
for financing public investment. But it may acts as a 
disincentive to private savings and investments. Such tax 
rates can curb present high incomes, provided the future 
avenues for the use of such incomes and swings ere blocked. 
It in^lies not only a redefinition of the role of private 
savings and investment, but also effective expenditure, 
wealth and inheritance tax in order to blunt the will to 
evade and block the avenues for the use and multiplication 
of undeclared incomes. If private savings and investments 
can be, and are sought to be, encouraged, without any 
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ceiling and one can undertake any level of expenditure# 
then one provides every conceivable incentive, for the 
defeat of the high marginal tcx-rates# in fact# if the 
impact on such processes on the jjolitical processes are 
taken into accounts it becomes clear that such high 
marginal rates of taxation are tolerated mainly because 
they are non-operative,. 

A realistic dual test o f macing- the controls 
internally consistent and externally strong enough to 
counter the general tendencies built into the syston is 
an essential precondition for a significant reduction in 
the size and signi finance .o f black operations. 

The design and effectively inplanent policy measures 
to control the illegal# undeclared economic activities 
one should know the various fiarms in which black incomes 
are held and the peculiar feed back relationship between 
stocks and flows of the black income. 

Black wealth is not only k^t for ^eculative and 
security motives but also for income and transactions 
motives. Thus# tiie switchover from goods into cash and vice 



versa increases the velocity of circulation of the cash 
counterpart of the black income. Another form of 
lic^id black income can be fcund in the form of deposits 
in the banks in various unscrupuloBs v/ays. In addition 
to these visible financial assets held in cash form# 
there exists a. certain amount of money ■which is used in 
the black markets for real estate and bullion. 

The constant, swift floating o f money in the bl acik 

economy brings forward the need o f demonetisation of 

notes 

higher denomination currency/as a me^s fer unearthing 
as well as cancelling out a good p art o f black Incomes* 
The penal danonetisation move not only causes a good deal 
of loss to the liquid black jhinds but also leads to 
curtailment of many coirpound black income operations. 

Thus the inpact on the economy will be through a suJn 
which will be multiple o f the amount cancelled as a 
result of demonestisation. 




However, it should be pointed out that, to the 
.extent "the holders of black wealth are unlikely to come 
forwa: d; and pres.:jnt any significant pert of their currency 
holdings, for conversion" the policy of d‘ 3 mon--.-tisation is 
successful. And the greater the impounding of the stock, 
the greater is the curtailment of future flows emanating 
from these stodcs. In addition to those, there is another 
advantage of doaonetisation of high denomination currency 
not.-^s Crs. 100 and Rs, 50 notes) . Presentation of black 
money for conversion attracts the attention of income taic 
administration. 'Thus, knocking out the stocks of black 
wealth also reduces important sources for gen-irating the 
flow of black incomes. There is hardly ary other eefu nil Y 
potent instrument Vv+iich can knock out such a good deal of 
black wealth''"^in one blow. 

In addition, a. periodic recourse to demon v.:t is ct ion 
will go a long-way, through its pen - I, deterrent effect, 
to bring about a dox-jnward adjustment in the acceptsblo 
rates of return from savings, entorpriso and high- 
proficiency work. This would wedeen the tendency towards 
tax-ovasion and unaccounted activities. However, it must 
be admitted that the step of danonetisation would entail 



soniG administrativa costs and hardships and inconvenience 
to honest tax payers and ordinary citizens; besides some, 
leakages may reduce its effectiveness. V^^hile one may plead 
for minimisation o f the costs, inconvenience and leakages, 
there is little ols-. which is possible under the circum- 
stances. 

So far the Government have given much more preference 
to other inherently ineffective schemes to unearth black 
money than to the policy of demonetisation. This is so 
because of the growing s3!nbiotic rol ationship between the 
State and the lumpen capiteiist classes. Through some 
other schemes like vol-untcry disclosures or Spacial Bearer 
Bonds, the Gove rnment have helped the black economy to 
groi-} further via rov/ards for dishonesty. Of special 
importcince is the Special Bearer Bonds Schema, because 
it marks a stage of a very high order of mutual accomodation 
and symbiosis between thea State and business in India. 

Concealment o f black income in the farm of investment 
in real estate, is a very common practice. Over and above 
the ease with which investments can be made, concealed, 
under/overstated and k^^pt out of the network of taxation. 
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they el so tend to give good financi'l returns in the 
form of rental income, coital gains through epprecia- 
tion, etc, which escc?pe tex-nct in one way or the 
other. Thus, in India, an index of the growth of the 
black economy can be found in the form of sky-rocketing 
prices of urban real estates. 

Methods of unearthing and penalising black wealth 
in real esta-te must includ methods which can produce 
one ore iTiore of the follov;ing results: (control variables) 

(1) detection of real estate held in fictitious names, 

(2) declaration c f the cbrrect sale price or cost of 
construction of houses, building and flats, 

(3) declaration of the actual rent received on real 
estate and p revention o f *pugree‘ payments in order 
to evade taxes* 

(4) discourage sinking of huge sums of black incomes and 
wealth in lujcury housebuilding or buying in order to 
use past black wealth and evaded taxes, 

(5) prevention of speculative deals in raal estates, 

(6) reduction of the attractiveness of real estate as •; 
fonn for holding stocks of black wealth so that such 
resources come into the open and are used according 
to social priorities. 



No single measure can yield the wide sv;eep of the 
expected results. The Direct Taxes Enquiry Oemmittee 
suggested, among oth. r things, the ecguisition of those 
imnovable properties whose sale deads do not reflect 
thc-ir fair market price or v;here the costs of construction 
are \anderstatad. The first recommendation has been 
implemented by the Taxation Laws (Amendment) Act, 1972, 

It spears, from facts, that this provision is mainly 
in the form of a threat against under- registration of 
values which has not actually been carried out to any 
redcon able extent. 

Recently it was suggested that the intentions 

behind the measure may be realised if the right to enter 
into transactions in immovable property is nationalised, 
without involving transfer of property to the State, 

Thus, the public agency, it appears, V70uld be a kind of 
broker and presumable though not .necessarily, meet its 
costs by charging such a brokerage. It should be pointed 
out that leaving cut the question of the pricing 
principle and procedure a dds an unwarranted degree of 
vagueness to the proposal. By taking over the right 
to sale and choice of buyers and irrplicity, the term of 



sale# the right to ovvn and hold property is also 
significantly eroded. The political pre-conditions 
for making such a move are not vastly different from 
those of involved in nationalisation of such properties. 
The feasibility of the proposed remedy on political 
grounds does not seem to be meaningfully different 
from that associated with ceilings, etc. 

More important are the questions of administrative 
feasibility and the impact on the econo-ray. Its implemen- 
tation v/ill open floodgates for political- administrative 
black 'incomes'. Even if the suggestion was successfully 

implemented, it will tend to discourage the future 
conversion of black irealth into real estate and future 
speculative de-alings; without being able to touch past 
deals of this kind. 

An alternative which can better meet the desired 
ends, in so far as any single step of a policy-mix can, 
is to ensure that the right to compulsorily purchase 
properties at their understated purchase price or cons- 
truction costs is effectively carried out. This, of 
course, will not succeed, as has happened in Indie, 
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in the absence of any effective m^ch'.nery/ resources 
and Specified modus operendi . If a public sector Seal 
Estate Corporation, or a number of such Cerpo rations 
in different toy: administration zones, are established 
and, given resources, entrusted 'with the task of 
mandatory purchase of undervalued properties, a greater 
deal of dent can be made in the menace of the black 
wealth in so far as it has taken and takes the form of 
reel e state. 

The scope of activities of these Real Estate 
Corporations can be determined in one of the two ways. 

If past uses of black wealths are to be penalised and 
destroyed and an effective move agrinst the black 
economy and its expansion is to be made, the corporrtions 
may be entrusted with all the undervalued properties ; 
bought up by the Tax authorities over a period of, 
say, past ten years. But if the sights are set mainly 
an the present end future, then the coverage of the 
corporations may be confined to cover properties registered 
or built during the past two or three years or for the 
period far which tax assessments are to be made or are 
••;opeh:::fiDr - assessment*;;:; : . ^ :y ; 
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^ art from killing black incomes and wealth 
invested in real estate, the above move is bound to 
be deter rant end thus close one important avenue for 
the use and reproduction of black incomes. To enh an ce 
its effectiveness, it may be essential to restrict the 
legal provisions concerning the right to transfe r 
use by nnaans of granting power of attorney used for 
comoafl aging sales of reel estate . 

Similarly, the real estate corporation can b ring 
about sea-change in the market for lands and buildings 
by means of V7ea3?ening the motive of speculative demand 
for these assets. As a result, the rise in prices of 
these assets is likely to become moderate. The social 
consequences o f such a move are, therefore, self- 
evidently desirable. To increase the effectiveness of 
the measure, a ceiling on, an all-India basis on the 
total value of urban estates can also be enforced. 

In fine, the propsed scheme offers scope for 
variations over tim.e anc^ver different places; it is 
not a rigid scheme. 




I 231 


The proposed mandatory purchase of undervalued 
real estate by a public corporation along with datonetisai- 
tion of high denomination currency notes can go a long 
way to anearth# destroy, and stop regeneration of black 
incomes and wealth. In sum, for the present these tx\ro 
basic steps can go as far as is politic-'lly and 
administratively "feasible in the p rev.- i ling set up. 

A number of legal and administrative measures might 
also help in dealing ^^?ith black incomes. People with black 
wealth use the banking system not only to conceal 
income in a safe and fictitious way but also to earn a 
fair anount in the form of interest. Ir. addition, the 
funds x^?ith the banks also possess a good degree o f ^ 
liquidity, 

Tb cope with this type of activity what is required, 
in addition to making payment on maturity by crossed 
cheques compulsory, intensification of seizures and 
searches, is eoirrputerisation of information regarding 
bank accounts both on regional aad central basis above 
a specified level and their cross checking against 
computerised tax returns. To help this process, the 
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permanent income tax account numbers will have to be 
supplemented with C "tral Taxes P ess-Books, which will 
carry .-very detail about one's assessed income, source 
of income, major items of wealth, entries about gifts 
made or received, bank accounts with periodic closing 
balances, fixed deposits with maturity dates, deals 
like investment in reel estate, plants and machinery, 
purchase of shares and debentures, borrowings and 
lednings, etc. 

The cose fiar these Pass Books will be greatly enhanced 
if the recommendations of the Direct Taxes Enguiry 
Committee regarding evasion of taxes ere impl omen ted 
properly. For instance, combined tax- returns for income, 
wealth, gift and estate duty will help a proper assessment 
and c ross-checking for authenticity. 

The recommenda.tions of the DTEC, some of which reefuire 
further study and strengthening in order to produce desired 
results, if inplementec properly, will initiate a clea.r 
cutprocess of an offensive against existing black wealth 
Qs well as the processes of its continued generation. 



Some eddi tic ncij. measurt-s are suggested to supplesnent 
the sti=ps suggested by the DTE C, 

The ejristing cc>ntrols end regulation on the Indian 
corporate sector are not sufficient. Auditing of the 
accounts in this sectory by independent and impartial 
cigencies is an important means to exercise control over 
this sector. According to the DTAEC, ARC'S Working Group 
and the DTEC, compulsory audit must be extended to cover 
non-corporate business or professions. But compulsory 
autiting by the present professional -uditors will not 
lead to much appreciable reduction in the scope for tax 
avoidonce/evasion. One of the reason of this is that 
there are enough a p ri.o ri grounds 'to expect the auditors, 
■^vtio themselves evade taxes, to be in league with the tax 
evaders in the non-corporate sector. If auditors are to 
detect concealment and m.anipulation and prescribe ferms 
for maintaining and scrutiny of accounts, then a di f f erent 
concept of audit end its nationalisation are eS sent! al 
preconditions for it . This thing is yet to be 
:ejq;5;erlmented vjith^*.: 



234 


Improvements in tax laws and their administration 
con also play e useful role to cutb the production and 
proliferation of black incomes. Various tax laws 
contain provisions for prosecution of the tax offenders, 
but the relationships between the politicians and the 
tax offenders does help in not implementing these 
properly. This has bev^n observed in Indian It is 
recommended that if there is any solid evidence of tax 
evasion in .any case, then the enforcement agencies 
must conduct searches without any unauthorised, informal 
discussions with the political leadership concerning 
ordemingof searches and seizures. The Ministers 
should not be allov/ed to prevent any searches, though 
he may initiate such searches. ^ periodic review and 
public stetcm.ant of the reasons for unsuccessful searches 
and statement of reasons for not proceeding with 
prosecution con also be helpful in strengthening this 
measure. 

■Another measure mentioned in the income tax Rules 
requires tajj^eyars to indicate major items of expend! tiire 
^jhich rould lead to unearthing/black expenditure which 
arises from tax-evasion, was , not operationalised and 
later on completely given up due to active opposition end 



The above measures, acting exid interacting in 
many ways, v/ill improve the^ anti- tax- evasion potential 
of the tax administration. These steps v;ill also 
contribute to building up o f the morale o f the actual 
man on-the-spot of go ahead v/ith his duties without 
much risk of being fettered by political interference 
in preventing anti- evasion action. 

Given the basic limitations of policies designed 
to curb and curtail the black economy in the short run, 
attention is turned to the long-run perspective for 
effectively marginalising the phenomenon of the black 
economy. These measures end policies simultaneously 
serve a wider set of basic policy objectives. 

There is need to, redefine the relative, roles of 
public and private sectors with a view to weaken the 
correlation between general economic e3<pansion which 
occurs, of necessity, maiinly in the p riy ate sector and 
the expansion of the black sector. Though expansion of 
the public sector does not amount ipso facto to a 
reduction in the scope for generation of black incomes. 
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thera is obviously lesser scope fcr the black sector to 
grow* This is SG, because there is hardly any scope and 
motivation fcr the creation of simple black incomes. 
Normally it is the simple black incomes which provide 
the main sustenance to comp bund black incomes. To the 
extent/ there are administrative-political black incomes 
in the hands of the managers and decision-makers in the 
public Sector/ the ire may be some limited generation of 
compound black inaomes* However, the basic motivation 
corising from the divergence between receptable and 
post— tax actual returns does not apply to public 
sector functioning. 

The history of public sector in India tells us 
that.. the public sector has groi’jn in terms of the consi- 
der atins arising from the strategy of development 
enunciated in the Fiva-Ye air Plans, the structure! gaps 
in the economy, the industri el policy resolution and 
the pressures of various kinds arising in the political 
sphorC/ most importantly the lobbying and pr-ssures 
from big capital and intomational fin~ncial agencies. 

By robout late sixties when the Indian public sector 



overcerne the br-slc weeJcnesses thc.t a newly developing ^ : 
underdeveloped country feces, the stance of the private, 
sector with reject tc the role of the public sector began 
to change. The Indi on private: sector and their foreign 
Gounteip arts, vto h.rve never looked kindly to the 
policies of ej<pansion of public sector in India, 
established anew type of relationship whose basic 
point was to Croat obstruction against the exp ansion, 
diversifi cation and strengthening o f the public sector. 

Such limits on the grov/th and functioning of 
the public sector were ej<pected to lead . to increased 
scope for the expansion and strengthening of big private 
capital as well os international capital in the foim 
of MNCs. Thus, shortage of capital for the growth of 
the public sector, pa.rticula.rly in the field of heavy 
and basic capital goods , industries, along with the 
growth of black money led to a sloxv^down in the growth 
of the public sector. The efficiency of economic 
controls and regulation became limited because the State 
could not muster strength to bring about other supplementary 
changes in the economy over a longer period, wtiich are 
essential to supplement the policy aims sought to be 



achieved through short- run economic regulations and 
controls. Various kinds of shortages and distortions, 
actual or anticipated, iirp el led the Government to 
institute various controls which delimitted, prohibitted, 
modified or redirected private decision-.m eking in various 
ways. The operations of controls led to fettering of the 
incentives which were, offered for the expansion of 
private industry. 

The only effective way to deal with recurring 
short-run shortages is to make a big public entry in these 
areas and go in fcr a. realistic price policy designed to 
ensure good returns for the e?^ ended public sector output. 
In other Tvords, controls initiated in order to meet 
shortages need to be supplemented by adequate public 
investment in order to meet the shortage end eliminate 
the need for the continuation of controls, ^s fares 
non-essential goods are concerned, the market response 
to shortages need not be interfered with and market 
correctives may be relied upon to meet the shortrges. 

But in the case of essential or social priority goods, 
controls win have to be imposed and supplemented by 
direct action. Such an operational ‘stick* will 
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Qclvanise privQha enterprise to rveil of the “c'xrnts" 

or incentives s’-ipport, end desist from thriving on 

recurring shortages under the thre-t of losing the 

the 

activity out to_/public sector. Public sector must 
take-over the preduction of priority goods like mass- 
consumption goods and v;age-goods# because this will not 
only plug one source of black income but also it will 
help fighting inflation, generate additional empioymant 
opportunities, and help redistributioning of income in 
an egelitarien manner. Since the existing highly . 
skewed distribution of irjcone puts severe limits on 
the size of the domestic market for mass consurrption 
goods, not much private investment is forthcoming for 
these goods. In a wav, it is the prior p roduction of 
mass consumption goods with labour absorinS technologies 
b ase d on in di genou s ro sou roe- endo wmen t wh i ch wil 1 p ro vi de 
the market for these goods . Thus the public investment 
in these goods will become vj able end self-sustcdning 
alongv/ith making e contribution to the process of 
development in the real sense of the term. This will 
generate a good deal of demand for' the basic end capital 
goods industries of India's public sector which are 
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presently handiccpped by unutil isec3 cepacity owing to 
inedeguate danand, A fillip given to the basic, capital 
goods segment of the Indian Public Sector is likely to 
impnove the guentum of. surpluses generated in these 
industries. 

The spread of industrial sickness may be slowed 
dov.ni by the corrpetition provided by the public sector 
mass consumption goods industries. The role of the 
public sector in this area will impart it effective 
structural strength leading to cc'Unterv ailing role 
vis-a-vis mionopolies. 

The present ■public distribution system need to be 
extended -to cover mass consumption goods and by taking it 
to. v/ider areas in order to curb the idIs of private trade 
in these commodities. Extension of public sector in 
the fcrm of public distribution system and state trading 
v^hich will cover the bulk of foreign trade -I'o, in 
important commodities is an effective step for curbing 
the scope for generation of black incomes 'pd investment 
of black sector savings. The essential logic behind this 
policy is that there are inherent limits to the capacity 
of the Smithian "prudence'f of the private enterprise to 
produce outcomes con firming; to the Sftiithi an social 
''beneficence'*. 



Controls nnd reguletion of private activities 
not only cennofc go very far by themselves for a variety 
of reasons and might produce a series of inter-connected 
distortions in the economic and political spheres. 

Thus, fcr instance, high re>tes of taxaticn, v^ich, 
in effect reduca the degree o f privateness c f private 
property, ir^ the private sector, at times, even to 
the extent of producing, what Musgrave calls, *‘^ite 
effects". To meet this challenge, a government must 
permit itself to enter the activity of directly 
undertalcing the responsibility cf producing those 
goods whose supplies are either persistently reduced 
or inadequately increased by the private sector. If 
any control and reguletion is to succeed, the size, 
composition and nature of the public sector must 
of necessity be in conformity, among other consideror- 
tions, with the severity and extent of control which 
the public system intends to impose on the private 
sector. The be^ic source of cower is control ove r 
productive assets and surpluses and without an 
appropriate amount of such direct control, regulatory 
public policies will largely cx)me to grief . Hence, 
an independent economic base provided by a flexible 
and dynamic concept of public sector is essential 



in order to provide the necessaxi?' economic strength for 
carrying out economic controls and regulation. 

The political preconditions fcr the acceptance 
of such a policy with respect to the public sector are 
hardly in evidence. This may be ciuo to the hostility 
shcuvn against this policy by both domestic and 
foreign c^itel. Hence presently the perspective 
ooncaming role of public sector is an issue for 
mobilisation and cempeign, which may form t'-part of 
the campaigns launched against the black phenomenon. 
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